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NEW BACK TRANSFER DEVICE 

SPEEDS UP CALCULATIONS 
HERE’S THE ANSWER to management's 
demand for a low priced, fast calculator, 
Entirely portable. Unexcelled for sturdy 
construction. Hundreds of auxiliary uses in 
large organizations, Keep one on every 
desk, where quick calculations are necessary, 
USE MORE MACHINES TO SERVE 

MORE PEOPLE AT LESS COST 


Available from stock: 
IVAN SORVALL 
210 Fifth Ave. - New York 10, N.Y. 
Ask for Bulletin Mp-63 
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| Theres Wore To The Mame 
Than Meets The Eye - - 


The Addressing Machine & Equipment Co. is one 
of the largest rebuilders of office machines in 
the world, and yet our name is often confusing. 
More than a decade ago we rebuilt and sold 
mailing equipment. 

But for the past 20 years accountants,comptrol- 
lers and purchasing agents have relied upon us 
for rebuilt accounting, bookkeeping, billing and 
calculating machines. Mark that up in your 
memory the next time systems are being 
considered. 


All machines are guaranteed to look and oper- 
ate like new and are serviced Free for one year. 
We invite you to call for the services of a 
Systems and Methods representative. 


ADDRESSING MACHINE & EQUIPMENT CO. 


326-330 BROADWAY NEW YORK 7, N. Y. WoOrth 2-5337 
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Out of some cold figures, came a story 


to warm America's heart 


N” LONG AGO, the Secretary of the United 
States Treasury studied a figure-covered 
sheet of paper. 

The figures revealed a steady, powerful up- 
swing in the sale of*U. S. Savings Bonds, and 
an equally steady decrease in Bond redemp- 
tions. 

But to the Secretary, they revealed a good 
deal more than that, and Mr. Snyder spoke 
his mind: 

“After the Victory Loan, sales of U. S. Savings 
Bonds went down—redemptions went up. 
And that was only natural and human. 


“It was natural and human—but it was also 
dangerous. For suppose this trend had con- 
tinued. Suppose that, in this period of re- 
conversion, some 80 million Americans had 
decided not only to stop saving, but to spend 
the $40 billion which they had already put 
aside in Series E, F & G Savings Bonds. The 
picture which that conjures up is not a pretty 
one! 


“But the trend did NOT continue. 


“Early last fall, the magazines of this country 
—nearly a thousand of them, acting together 
—started an advertising campaign on Bonds. 
This, added to the continuing support of other 
media and advertisers, gave the American 
people the facts . . . told them why it was im- 
portant to buy and hold U. S. Savings Bonds. 

“The figures on this sheet tell how the Ameri- 


can people responded—and mighty good 
reading it makes. 

“Once more, it has been clearly proved that 
when you give Americans the facts, you can 
then ask them for action—and you'll get it!” 


What do the figures show? 
On Mr. Snyder’s sheet were some very interest- 
ing figures. 

They showed that sales of Savings Boids 
went from $494 million in last September to 
$519 million in October and kept climbing 
steadily until, in January of this year, they 
reached a new postwar high: In January, 1947, 
Americans put nearly a billion dollars in Savings 
Bonds. And that trend is continuing. 

In the same way, redemptions have been 
going just as steadily downward. Here, too, 
the trend continues. 

Moreover, there has been, since the first of 
the year, an increase not only in the volume of 
Bonds bought through Payroll Savings, but in 
the number of buyers. 


How about you? 


The figures show that millions of Americans 
have realized this fact: there is no safer, surer 
way on earth to get the things you want than 
by buying U. S. Savings Bonds regularly. 











They are the safest investment in the world. 
Buy them regularly through the Payroll Plan, or 
ask your banker about the Bond-a-Month Plan. 


Save the easy, automatic way_with U.S. Savings Bonds 


x 








Contributed by this magazine in co-operation 
with the Magazine Publishers of America as a public service. 
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Jackie misses only one peanut out 
ot five...Fido feeds on the errors... 
and nobody loses. But peanut producers, 
unlike consumers, can’t afford errors or 
lost time in accounting for goobers. 

The Tom Huston Peanut Company 
of Columbus, Ga., maker of Tom’s 
Toasted Peanuts, uses McBee Keysort 
tor early morning reports on yesterday’s 
production and payroll facts. Results: 
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Two Ways to Ta ily 
: 3 Tom’ s Toasted Peanuts 





Production knows what to make and 
when to make it; Sales knows what to 
sell and what will ship; Payroll knows 
whom to pay and how much. And 
management knows where it’s going 
because it knows where it’s been. 


McBee methods speed and simplify 
every business routine . . . by supplying 
facts faster, in more usable form. 


THE McBEE COMPANY 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N.Y... Offices in principal cities 
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So flexible is the National Payroll Machine that the Fall River payroll is now paid in cash, although formerly by 
check.When not running payroll, it is used to figure labor distribution costs, direct and indirect, for the entire plant, 
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@ the management likes it... 
@ the employees like it... 


@ the operators like it! | 


In 1944, the Pepperell Manufacturing Company bought a 
National Payroll Machine for its Fall River Plant. This machine 
gives a receipt with each pay envelope, listing the deductions 
for taxes, social security, savings bonds, etc. It also lists total 
earnings for the year to date, total income tax paid, and current 
total of savings for next bond. 

After installing the National, there was no trouble keeping 
deductions straight, and employees were pleased by its cleat 
figures which made plain the running total of bond, and other 





deductions. The management was pleased by saving two days] 
payroll time each week. And the girls operating the machine} 
liked it immediately. 
On the basis of its performance at Fall River, the Peppere:! 
Manufacturing Company installed another National Payr 
| Machine in its Opelika Plant (about 1,000 employees), and tw 
CASH REGISTERS *« ADDING MACHINES in its Lindale Plant (about 3,500 employees). These, too, hai 
ACCOUNTING MACHINES ' given excellent service. The National Cash Register Company} 

ke. om sj Dayton 9, Ohio. Offices in principal cities. 
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Management’s Role in the Prevention or 


Detection of Employee Frauds 


By J. 


MPLOYEE fraud and internal control 
E are very staunch enemies. The 
responsibility for internal control is 
with management. When employees 
get by with theft, it will generally be 
found that the slip-up is by manage- 
ment—not the outside auditors. 

Let use first consider the background 
of the problem. The annual tribute by 
industry to employee frauds is about 
$400 million. Now the fact that it 
should be that large isn’t the thing that 
is particularly discouraging or exciting 
because, after all, fraud or theft is just 
a human failing and there are plenty 
of humans to fail. The part that does 





J. S. Serpman, C.P.A., a mem- 
ber of the firm of Seidman & Seid- 
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of the American Accounting Associ- 
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Committee on Accounting Proce- 
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for Secretary Forrestal. 
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Federal Income Tax Laws,” and of 
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ing and taxation. He is also a tax 
columnist for The New York Her- 
ald-Tribune. 
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bring some blush to the cheeks of 
auditors is to find that many of these 
thefts have been going on for long 
periods of time in spite of efforts to 
prevent or reveal them. Even that 
wouldn't be bad if it weren’t for the 
fact that when the frauds do “pop”, it 
may not be auditing at all that has 
caught up with them. On the contrary, 
it will be some fortuitous event, some 
sheer “happenstance” totally unrelated 
to auditing that will unearth the fraud. 


This is not said in disparagement of 
auditing. Auditing, whether it be in- 
ternal or public, has undoubtedly pre- 
vented or detected far more frauds than 
have escaped. But, by the same token, 
we must also recognize that many 
frauds have defied the calendar and 
have also defied the auditors. That is 
the part with which we want to come to 
grips. Back in the days when the 
Costa-Musica case came across the 
boards, it fell to my lot, as a committee 
of one designated by the New York 
State Society of Certified Public Ac- 
countants, to study these employee 
frauds to determine what there is about 
them that gives them that elusive qual- 
ity. In connection with that study I 
invited the submission of material from 
various sources and, as a result, a little 
ver five hundred cases of employee 
fraud came to my attention. I propose 
here to harken back to some of those 
cases to see whether we can come closer 
to grips with prevention or detection 
procedures, and with a better under- 
standing, generally, of our relations 
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with the public or the public’s relation 
to itself in the matter of employee 
fraud. 

The first thing we ought to do is to 
get a picture of the average fraud-doer 
—the fellow who is most likely to com- 
mit fraud. In doing that, as well as in 
everything else here covered, we will 
do it by reference to what was disclosed 
by this case study. 

The average fraud-doer is a man 
about thirty-six. (I say a man—the 
cases show that the honors are even 
between the genders, and that it might 
just as easily be a woman as a man). 
He is married, has two children, owns a 
car, participates in social and com- 
munal work, drinks moderately. He 
has worked for his company for about 
five years. He earns from $3,000 to 
$5,000 a year and, strangely and ironi- 
cally enough, he has gotten to a posi- 
tion of trust by honest, commendable 
effort. He is a typical tried and trusted 
employee—except that in his case he 
is trusted first and tried later. He will 
occupy any position from watchman to 
president and he will live anywhere, at 
any time, under any circumstances. In 
other words, the broad, blunt fact is 
that anybody is a potential fraud-doer 
at any time. That is important in the 
matter of preventing or detecting 
fraud. 

How does he steal? It is interesting 
to note that the average method by 
which he steals is such that, in the full- 
ness of time, the fraud must reveal 
itself. He plans to be able to make 
restitution before that point of time is 
reached. Actually the average fraud- 
does does not intend to steal at all: all 
he is doing is “temporarily borrowing” 
from his company. Furthermore, be- 
cause of the fact that he doesn’t actually 
intend to steal it is very rare that he 
goes in for collusion. 

What does he do? Well, for the 
most part, what he does is to tamper 
with cash on its way into the company. 
He will fool around with customers’ 
money or he will dabble with funds, 
the anticipated receipt of which will 
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not be controlled on the books—things 
like the sale of scrap, recoveries on 
bad debts, interest on overdue ac- 
counts, etc. 

Sut he isn’t altogether a snob. It 
isn’t merely in terms of money on its 
way into the business on which he will 
concentrate. He doesn’t have any hesi- 
tancy to help himself to funds that are 
already in the business. The extrac- 
tion process is accomplished by “‘mon- 
keying” with petty cash, by padding 
payrolls, by tampering with purchase 
bills. Very rarely will he go after mer- 
chandise. ; 

Why is it that he gets by? The an- 
swer is very simple. All we have to do 
is to analyze the mechanisms that we 
have for preventing or catching up with 
fraud and we will soon find why it is 
that the average fraud-doer puts it over. 

We have just two ways of nabbing 
fraud. One is by accounting, and the 
other is by human beings. So far as 
accounting is concerned, it divides it- 
self into two aspects: internal control 
and outside auditors. So far as inter- 
nal control is concerned, the cases dis- 
close that it and it alone was the foun- 
dation upon which all of these frauds 
was made possible. More accurately, 
it was the failure of internal control 
that made it possible for these frauds to 
develop. Either there was no pretense 
at internal control or there was a 
“half-baked” internal control. Under 
either one of these circumstances, 3 


company might just as well give the~ 


key of its treasury to the fraud-doer 
right at the start and save the fraud- 
doer and itself a lot of time and an- 
guish, 

It is also true that in some cases there 
was all of the internal control that 
could have been mustered from the 
books, and yet fraud had a picnic. The 
reason for this is that internal control, 
like anything else, must be applied by 
human beings and, just as human 
beings have a fraility for fraud, they 
also are frail when it comes to apply- 
ing internal control intelligently, 
alertly and assiduously. A_perfunc- 
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tory approval of a purchase bill or a 
lethargic application of any of the con- 
trol procedures, and the fraud-doer is 
“one up” on the whole pack! 

As regards the outside auditors 
and in most of these cases there were 
outside auditors—this much is obvi- 
ous: take a limited audit—limited as 
it is by management—and combine that 
with an inadequate system of internal 
control, and a fraud-doer doesn’t even 
have to be smart to get by. But I think 
that we must also recognize that there 
have been cases where the auditors had 
all of the rope that was needed and yet 
the fraud-doer didn’t hang, because we 
auditors, too, are human beings and 
occasionally we slip a cog. 

So much for the general background 
of employee fraud. Now for the cases 
themselves. The cases singled out may 
be sensational or extraordinary on 
their facts, but in terms of the underly- 
ing methods of fraud, they are very 
routine. 

Case No. 1 pivots around payrolls. 
The fraud-doer was a fellow in charge 
of the payroll. The company had 
thousands of workers and paid them in 
cash on a piece-rate system. Under 
this system, odd pennies would come 
into the payroll. ‘The company didn’t 
want to bother with pennies in the pay- 
roll, so it had a rule that if the com- 
putation came to three cents or more, 
the employee got the nickel ; if the com- 
putation came to two cents or less, 
pennies were dropped. That was the 
hole through which this fraud-doer 
crept. 

What he would do was this: in- 
variably, so far as the books were con- 
cerned, when he came to drawing the 
payroll, the computation would come 
to three cents or more, calling for the 
withdrawal of a nickel. When it came 
to paying off the men, he would show 
the computation as two cents or less; 
meaning that the employee did not get 
the nickel that was drawn for him on 
the books. Essentially this was “nickel- 
snatching” out of the pay envelopes. 

Let us analyze what is involved in 
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this type of payroll manipulation and 
see why, if at all, these frauds should 
exist. To begin with, the essential ele- 
ment in most payroll manipulations re- 
volves around the difference between 
what is drawn and what is actually paid 
out. The fundamental rules of internal 
control tell us that we must have a sys- 
tem of checks and balances in the hand- 
ling of funds. They tell us that in a 
concern of any size, there ought to be a 
division in duties between the person 
who draws the payroll, the person who 
stuffs the envelopes, and the person 
who hands out the moneys drawn. If 
it is a small concern that can’t afford 
the manpower involved in this division 
of duties, then the least that can be 
done, out of respect for the funds of 
the company, is to have the employees 
sign for the amounts they receive. 
Either one of those simple little inter- 
nal control precautions would make 
this type of fraud die aborning. 

As for the outside auditors, their re- 
sponsibility is to see that there is in- 
ternal control, that the internal control 
is, in fact, applied and, on occasion, to 
take over the payroll and pay off the 
men ourselves. 

Let us take another case. Here is a 
case that pivots around the playing of 
two organizations against one another, 
where you have an individual who is 
connected with both. The _ typical 
background of it is a bank official—say, 
the cashier of a bank—who is also the 
treasurer of a charity organization. 
We know how charities love to brag 
about the fact that the custodians of 
their funds are officers of banks. Here 
is what one exalted officer of a bank 
did: suppose the bank bought $10;000 
worth of Government bonds. The 
books of the bank would record the 
ownership of those bonds and show 
the numbers on those bonds. Now 
he’d have the charity buy $10,000 worth 
of the bonds. He reported the pur- 
chase to the bookkeeper of the charity, 
except that, when he reported the bond 
numbers, he reported the numbers on 
the bank’s bonds. 
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At this stage of the game, we have 
the books looking this way: on the 
bank’s books are $10,000 worth of 
bonds and their numbers; on the 
charity's books are $10,000 worth of 
bonds and the bank’s numbers. Now 
he wants $10,000 for himself. He sells 
the charity’s bonds, pockets the money, 
and doesn’t say a word. 

An audit is made of the bank. The 
bank auditors go to the bank’s vaults. 
There are the bonds, and there are 
the numbers. That takes care of the 
bonds of the bank. An audit is now 
about to be started for the charity. The 
culprit goes to the bank’s vault takes 
out the bank’s bonds and puts them in 
the charity’s vault. The charity’s audi- 
tors come around, they open the vault: 
there are the bonds and there are the 
numbers. 

What do you do in a case of that 
sort? There is a challenge to just 
plain, common, simple thinking. To be- 
gin with, so far as the charity is con- 
cerned, if it has any respect at all for 
the bonds or for its moneys—and this 
is true for the bank as well—the funda- 
mental principles of internal control 
would dictate that, before access can be 
obtained to a vault, it should take two 
people, not one, no matter who they 
are. Remember that fraud-doers don’t 
go in for collusion. That is particularly 
true of high bank officials or anybody 
who has an important station in a com- 
munity. And so, just the simple adhe- 
rence to the fundamental rule of in- 
ternal control which requires two peo- 
ple to be in on anything, would have 
prevented that fraud right from its very 
start. 

Also, so far as the charity is con- 
cerned, since it isn’t engaged or 
shouldn’t be engaged in speculative ac- 
tivities, investments in bonds ought to 
be registered. Registration of the secu- 
rities would have nipped this fraud in 
the bud. Some banks, recognizing the 
fraud possibilities, have a rule that 
prevents their officials from having any 
position in outside organizations. 

From the standpoint of the outside 
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auditor, there is very little we can do 
except, again, to have the awareness 
and alertness to the fact that where in- 
dividuals are connected with more than 
one organization, there is a possibility 
of playing one against another. 

Here is another case. This case has 
to do with petty cash and, interestingly 
enough, the fraud-doer, who was in 
charge of the petty cash, was a woman. 
This is what she did: the company had 
many salesmen and, before they went 
out on the road, they would come to 
her for traveling expense advances. If 
they wanted $50, they’d make out a 
petty cash slip, write out “50”, sign the 
slip, give it to the cashier and she would 
give them $50. 

She would then take the petty cash 
slip that had the $50 notation on it 
and stick a “1” in front of the “5” 
That made it a petty cash slip for $150, 
and she helped herself to an additional 
$100 of petty cash money. That 
charged the salesman with $150, 
although he only took $50. That didn’t 
bother her much, When the salesman 
came back and submitted his account- 
ing, if he spent $34.10 and showed it on 
his accounting, she would stick a “l’ 
in front of the ‘3’, and then she had 
a voucher for $134.10, which squared 
everything all the way around. 

There is no reason for such a fraud 
to have been possible. The dollar fig- 
ures on petty cash slips ought to be 
spelled out just as in a check instead 
of merely written in. Once dollar 
amounts must be spelled out, it takes 
space and clever forgery to be able to 
manipulate the petty cash slip. 

An additional safeguard would be 
to have the petty cash slip written in 
ink, because ink is harder to simulate 
or to forge than pencil. In any event, 
under the fundamental rules of internal 
control there should be a division of 
duties between the person who is in 
charge of the petty cash box and the 
person who records the accounting for 
that petty cash. 

Now for the last case. It involves 
playing around with purchase invoices. 
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The fraud-doer was chief internal 
auditor of the company. He was the 
between the check-signing 
officials and the company’s treasury. 
Here is what he did: an invoice would 
come to him with all of the necessary 
underlying documents and he would 
approve it. We'll say that John Jones 
and Company was the vendor, and that 
the invoice was for $5,000. With the 
auditor's approval on the invoice it 
would go to the desk of the check- 
signing official; the check-signing of- 
ficial would sign the check, send all the 
papers back to the auditor, who would 


“asbestos” 


take the check, put it in an envelope 
to John Jones and Company and 
aaninat 
Mal iC. 


Now for the procedure to feather 
auditor’s own nest. He had another 


check made to John Jones and Com- 
pany for $5,000, on the basis of the 
same documents. He sent that into 
the check-signing official, and the check 
was signed and sent back in the same 
way. There is nothing extraordinary 


about that so far as the check-signing 
fficials are concerned. They sign hun- 
dreds or thousands of checks a day and 
all that can reasonably be expected of 
hem is that they see the required docu- 

ents, and the necessary approval of 
the chief internal auditor. Double pay- 
ments may easily elude them. 

The auditor now had in his hands 
i second check for John Jones and 
Company for $5,000. That didn’t do 
$5.000. What he did was to forge a 
heck to himself for $5,000 which he 
deposited in his own bank account. At 
the end of the month, in the bank 
statement, would come the check made 
uit to the auditor for $5,000. That 
would never do because on the books 
there were only checks for John Jones 
and Company. But that didn’t bother 
this auditor. After all, as chief internal 
auditor, the checks would come back to 
him, and all he did was to substitute for 
the check that was made out to his 
order the unused second check to John 
Jones and Company. In the meantime 


1947 


he had prepared this second check by 
having an indorsement stamp made of 
the regular bank indorsement, as well 
as the indorsement of the clearing 
house, and the hole perforation ma- 
chine for the date when the check was 
paid. 

Let us analyze all the things that 
went wrong. To begin with, an invoice 
was used as a basis for payment twice. 
That sort of thing can be squashed right 
at: the very beginning, by the exercise 
of simple internal control. lor exam- 
ple, take this procedure: when a check 
and the invoice and underlying material 
go toa check-signing official, then, after 
he has signed the check have him or his 
secretary cancel all of the documents 
by putting a line through them (or by 
some equally effective method) before 
these documents get back to the book- 
keeping processes. Once that is done 
those documents can never be used 
again as a basis for a second payment, 
because they would come in with can- 
cellations on them, and cancellations 
mean they have been paid. 

The second thing that went wrong 
in this type of fraud—and that goes 
wrong in many types of fraud—is that 
a check that was intended for a credi- 
tor, went back to the auditor or some- 
one else connected with the bookkeep- 
ing work. Certainly that should never 
be. A simple procedural rule to over- 
come this is that when a check for an 
outsider is signed by a signing official. 
the check should be released to the mail- 
ing department; never back to any- 
body connected with the bookkeeping 
department. With such procedure, 
check substitution or tampering is 
stifled. 

Finally, one of the things that went 
wrong was that there was manipulation 
of the checks returned in the bank 
statement. Here again, by, the exer- 
cise of internal control and simple pre- 
caution, this could have been “nipped”. 
The way to handle it, is to have the 
returned bank checks go to somebody 
not connected with the bookkeeping 
processes. Let it go to the president, if 
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you wili, or to the outside auditors, and 
let the reconciliation be effected by 
someone outside the bookkeeping pro- 
cesses. Only after that reconciliation 
has been effected should the checks be 
released to anybody connected with 
bookkeeping. 


lt is time to pause and take inven- 
tory as to just where we stand in the 
light of this case material. Analysis of 
every one of these frauds—and they 
cover a wide gamut of fraud—has in- 
dicated that there is ample control pro- 
cedure to prevent or detect them. ‘To 
be sure, control procedures take time 
and involve cost, and management is 
constantly engaged in the problem of 
trying to balance cost against risk. The 
important thing is that if management 
decides to run the risk by skimping on 
internal control and then loses on the 
gamble, there ought not to be any tears. 
Certainly there ought not to be any 
criticism of accounting or auditing. 


Some companies, in recognition of 
the fact that there is a gamble involved, 
and in the desire to minimize the risk, 
will have employees covered by bond. 
It is certainly true that an employee 
bond, by its very existence, has scared 
a good many potential fraud-doers and, 
also, that bonds are a means of soften- 
ing the financial blow of an exposed 
fraud. But this much is also true: a 
bond isn’t worth the paper it is written 
on unless the fraud comes to light, be- 
cause bonds pay off only on proven 
losses. 


The real cushion against fraud is not 
in the accounting department at all. It 
is in the personnel department. Fraud, 
as indicated, is just a human failing. 
It is human beings going wrong. Some 
human beings are more susceptible to 
going wrong than others. The trick 
is to employ the type of human beings 
that is not blighted by that tendency. 
That means concern not so much with 
an applicant’s technical background, as 
with his human background. Things 
like his mode of living, his social habits, 
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his family troubles, his financial 
stresses and strains—all of these are 
vital in the fraud potential. 

From the standpoint of the outside 
auditors and the problem of employee 
fraud, one of the things that business 
is called upon to understand is a 
phase that auditors have unfortunately 
soft-pedalled, namely, that audits can- 
not unearth all frauds. It would take 
a year of checking to review a year of 
transactions and the cost would be 
prohibitive. The constructive part of 
an audit is to review and rely upon the 
internal control, for internal control 
alone can be the barrier to employee 
theft. 

However, there are some features 
that merit the consideration of audi- 
tors. In the good old days, a great 
deal was made of the surprise audit. 
We should invoke and restore that sur- 
prise audit—not merely in terms of 
time, but also in terms of procedure. If 
it has been the traditional policy to 
start with cash first, then once in 
awhile we should start with something 
else first, and thereby prevent the book- 
keeping processes from building around 
the audit. 

However auditors also have the human 
problem. It doesn’t matter how extensive our 
audit program is, an audit rises only to the 
dignity, the capacity, and the caliber of the 
individual auditors who are making the audit. 
This means that we must have men on an 
audit who have an alertness and a certain 
sixth sense to smell out the background of 
fraud. Where books are in a chaotic condi- 
tion, where there is a nervous, jumpy book- 
keeper, or a bookkeeper who resents an 
audit, a bookkeeper who is slow to pro- 
duce documents, a bookkeeper who retuses 
to take a vacation—these are the indicia ot 
the possibility of fraud, and we, as auditors, 
are called upon to develop sensitivity to it. 

But the stubborn fact still remains that 
fraud is a human factor, so that even when 
auditing technique is perfect, we will! still 
have frauds to contend with. Perhaps, how- 
ever, through a candid introspection of the 
type here attempted, we can promote a better 
understanding of the problem. Business must 
look into its own house in terms of the pro- 
cedures that it has set up, the personnel it 
has employed, and the accounting controls it 
has installed, to make the pickings of the 
fraud-doer leaner and leaner. 
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Relationship of Internal Auditing 


to Systems and Procedures 
By W. A. Wacker, C.P.A. 


I was pleased to accept your invita- 
tion to talk to you this evening on 
the subject of “Relationship of Internal 
Auditing to Systems and Procedures”, 
since I have a very deep interest in 
both functions. Although I am cur- 
rently engaged principally in the in- 
ternal auditing function, more of my 
business experience has been spent in 
the procedure function. In discussing 
this subject, I should like to approach 
from two directions: first, the similar- 
ities of our work; and, secondly, mat- 
ters upon which our viewpoints differ 
and, accordingly, what we must or 
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must not do in order to coordinate our 
efforts. 


I. Similarities of Our Work. 


These particular fields of accounting 
and financial management are relative- 
ly new in their present form and a great 
many members of management do not 
fully appreciate how they can use our 
services to the best advantage. Accord- 
ingly, one of the first services that we 
as internal auditors, or as procedures 
men, can perform for management, in 
my opinion, is to teach management 
what to expect from that service. Of 
course, one of the best ways of accom- 
plishing this is by “doing’’, so that 
management can see the results of a 
good program. I feel that in the 
majority of medium size companies 
that do not have a well developed staff 
organization, such groups have a great 
opportunity to advance to an important 
place in the organization, and that the 
individuals who head up such divisions 
have an unusually promising personal 
opportunity to perform a worthwhile 
job and to attract the attention of man- 
agement to a function to which, in 
many cases, they have heretofore given 
very little consideration. 

I have said medium side organiza- 
tions because I feel that most of the 
large companies probably now have 
these functions organized in an intel- 
ligent manner and that most of the very 
small companies do not need it. By 
this, I refer to companies in which top 
management can, by virtue of the size 
of the business, keep a full knowledge 
of all of the phases of the operation at 
its fingertips at all times. It is only 
when management sits for the most 
part in the “ivory tower” and lays 
down policies and observes results 


from pieces of paper that management 
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by exception becomes a necessity, since 
the details are so voluminous that they 
cannot all be viewed by management. 
It is then that they need a group such 
as ours who can sift the chaff from the 
wheat, find the exceptional points and 
correct them by strengthening controls 
and improving systems where neces- 
sary. By exceptions, | mean those re- 
sults which are exceptionally good and 
deserve the commendation of manage- 
ment, as well as those which are ex- 
ceptions to management’s policies and 
procedures and good sound business 
practices and which need the attention 
of management in order that correc- 
tions can be made. 

Probably the most widely accepted 
reason in the minds of management in 
the majority of companies for the ex- 
istence of an internal audit division is 
for verification; the assurance that the 
figures presented to them on financial 
and operating statements are reason- 
ably correct and that there are no mate- 
rial irregularities in the accounts. | 
agree with this thinking. Verification 
is necessary and is the primary rea- 
son for the existence of an audit divi- 
sion. However, I do feel that organiza- 
tions which limit their audit activities 
to this function alone are certainly not 
deriving the full benefits that may be 
had irom their statfs. It is the sug- 
gestions for improvement developed by 
the auditors while engaged in their 
verification work that permit us to sell 
management the principle that an audit 
division can be a definite and positive 
factor in the search for improvement, 
rather than merely of negative benefit 
by attesting to the correctness of fig- 
ures. To illustrate my point, practical- 
ly every audit made will entail a re- 
view of how employees are doing their 
jobs in order to determine that existing 
procedures are being followed. This 
part of the job is verification, and it 
has served an important purpose in 
issuring management that their in- 
structions are being followed. How- 
ever, that is only one part of the job. 
The auditor should also review those 
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procedures from the viewpoint of ne- 
cessity and economy—are all the steps 
which are being followed necessary, or 
have changing conditions made _ the 
procedures cumbersome and expen- 
sive? It is not, of course, the auditor’s 
job to install procedures, but it is his 
job to point out the need for revision. 
No one in the organization is in a better 
position to determine this need than 
the auditor. He is one of the few in- 
dividuals who have the opportunity to 
observe the many phases of the opera- 
tions and appraise them objectively. 
I.ater on I shall discuss more fully the 
“follow-through” necessary by the pro- 
cedure staff in order to round out the 
job. 

Management should have the defi- 
nite knowledge and feeling that the 
work of the internal auditors and the 
procedure men is being done for their 
benefit, and that we are sorting out for 
them those points that need improve- 
ment over control and cost. When I 
say management in this connection, I 
mean management at all levels, includ- 
ing the Board of Directors, the Pres- 
ident, Vice Presidents, Plant Super- 
intendents, Plant Accountants, Fore- 
men, Department Heads, etc. Each of 
these people should feel that the job is 
being done for him, not that we are 
trying to run the business. This is a 
must in order to create a successful 
staff organization. For it is only by 
utilization of the auditor’s findings in 
order to correct or improve condi- 
tions, and whole-hearted support of 
your improved methods, that our work 
will be justified by results. Without 
full utilization of these efforts, we have 
wasted our time. 3ecause a great 
majority of these improvements will be 
of a character which will not warrant 
action by the President or Board of 
Directors, but should be handled at 
lower levels, this utilization will come 
about through the acceptance of the 
recommendations by management at 
these lower levels. Accordingly, it be- 
hooves us to gain this acceptance in 
order that our work may be utilized 
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and thus be profitable. Acceptance 
must not be gained by merely overlook- 
ing those matters which may engender 
controversy, or by creating a cordial 
feeling by reason of the fact that we 
never cause any trouble since all of the 
reports are written with a white-wash 
brush and no changes are proposed. 
Most definitely, acceptance must not 
be gained in that way. A mutual feel- 
ing must be created by which both the 
staff and the line feel that they are 
working together to enhance the com- 
pany’s profits to the greatest possible 
extent. The line man must have a 
heartfelt feeling that the staff man is 
trying to help him, within his jurisdic- 

, to improve those conditions which 
. ‘himself would like to see in the 
best possible shape. It is up to the 
auditor and the procedure man to see 
that every person gets that under- 
standing of his attitude. Accordingly, 
his attitude must be just that. He 
cannot expect the other fellow to get 
that sort of feeling ile him if, in 
his mind, he gloats over “bossing some- 
one around”, rather than feeling mere- 
ly a justifiable satisfaction having 
helped the supervisor. His innermost 
feelings will be reflected in his attitude. 
His attitude will be reflected in the ac- 
ceptance. The acceptance will be re- 
flected in the utilization of his efforts 
and, accordingly, govern the success or 
failure of the program. 


Our viewpoint then must be help- 
ful, not critical. There are several 
definite things which must be done 
to maintain this viewpoint. In the first 
place, it is very essential that we keep 
the faith with local and lower levels 
of management. In other words, each 
item of a survey must be frankly dis- 
cussed with the immediate supervisor 
of that function before it is discussed 
in any way with his superiors. He 
should be given the opportunity to 
make such comments as he may wish, 
either in support of the present prac- 
tice, or to straighten us out on certain 
phases which may be pertinent. This 


1S very important in order that no level 
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of management will feel that we are 
going over his head. It is a sales job 
and it is therefore necessary that our 
constructive remarks be presented in 
such a fashion that they will be ac- 
cepted as helpful. 

With all his efforts to perform a con- 
structive service and to sell it, the staff 
man must maintain his own indepen- 
dence of thinking and exploration. He 
cannot permit his boss to dictate to him 
what his thoughts should be. This is 
another selling job. He should try to 
arrive at the facts and, after careful 
consideration, present these facts in 
such a manner that, even though they 
may be in conflict with present com- 
pany policies or thinking, they will 
be recognized and given the proper 
consideration due then since, by the 
method of presentation, they are ob- 
viously his sincere and _ considered 
viewpoint, presented for what he be- 
lieves is ior the best interest of the 
company. 

I further feel that it is essential to 
providing proper service to manage- 
ment that it be operated as a staff 
function as distinguished from a line 
function. By this we mean: 

(1) Auditing and procedure work are not 
substitutes for management. We have 
no authority to make policies, nor 
direct or instruct anyone as to how he 
should conduct his activities. We ex- 
ercise purely a staff function of coordi- 
nating, investigating, advising, design- 
ing, and assisting in installing changes. 

(2) The staff should not be used for special 
assignments not connected with the 
function. To do this sets a precedent 
which sometimes leads to the use of 
staff men as fill-ins for absentees, and 
results in inadequate audit coverage 
and retards the procedure program by 
diverting both time and attention of 
staff men away from their own objec- 
tives and responsibilities. 


In order that the audit or procedure 
supervisor can perform the most help- 
ful service to management, it is neces- 
sary that he have a rather broad and 
thorcugh acquaintance with all phases 
of the company’s business, so that in 
the selection of the few functions which 
the division will have the manpower to 
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cover, the most productive and most 
vital matters will be done first. There- 
fore, an auditor should attempt to cover 
those matters where lack of control can, 
and will, result in an actual loss of 
money as compared with those audits 
which pertain more to account distribu- 
tion, which merely result in money be- 
ing charged to one account rather than 
another, and which from the company’s 
standpoint are merely wooden nickels. 

Similarly, a procedure man should 
select as items to be covered first the 
jobs where the most money can be 
saved in the shortest possible time. 
The audit division and the procedure 
division of a company should not con- 
fine itself solely to the accounting or 
treasury department, but make them- 
selves available to any department for 
survey of any function in which the 
protection of assets, revenue, or costs 
is a factor. This includes, therefore, 
virtually everything which the com- 
pany does, including the work of the 
Sales Department, Operating Depart- 
ments, Industrial Relations Depart- 
ment, etc. The staff man must re- 
member however, that he is not a 
chemist, engineer, metallurgist, indus- 
trial relations expert, or the president 
of the company. I think that nothing 
has gotten us into more hot water, 
and justifiably so, than instances when 
the staff man pretends to know more 
about the technical phase of a sub- 
ject than the technician himself. We 
must try to arrive at a delicate balance 
which permits us to examine and 
render help in any department having 
a bearing on the financial status of the 
corporation while, at the same time, 
confining ourselves to those matters on 
which we can render sound opinions 
and assistance. 

Another service that the audit and 
procedure divisions should perform is 
the training and supplying of men 
qualified to accept responsibilities and, 
with the background of management's 
viewpoint, to assume executive posi- 
tions in the various functions through- 
out the corporation. Men in these divi- 
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sions will get a complete education on 
the company’s policies and how each 
of these policies tie together for a 
smoothly operating business. It should 
be the ambition of the supervisor con- 
stantly to be losing his best men to 
other departments of the business 
where training of this character is 
needed to fill executive positions. Not 
only will this tend to create an organ- 
ization of men with broad vision, but 
it will enable the staff division to main- 
tain a staff of men of the caliber needed 
to do the job at hand, because they 
know what opportunity exists for a 
job well done. 


II—Matters Upon Which Our 
Viewpoints Differ 

The responsibility of the procedure 
man is primarily to cut costs and, ac- 
cordingly, he may tend to lose his per- 
spective regarding the necessity for 
controls. Conversely, the auditor is 
responsible primarily for the establish- 
ment of good internal control and, ac- 
cordingly, he may tend to lose his 
concern for the cost of achieving those 
controls. In that brief statement lies, 
I think, the fundamental difference in 
the way we work. Therefore, the ef- 
forts of these two staffs should be care- 
fully coordinated and the members of 
each must attempt to accept the view- 
point of the other, in order that the 
company may have the full benefit of 
combined action. 

There are other differences natural- 
ly, including the obvious difference 
which I do not think this discussion 
needs to cover —that the audit staff 
makes audits and the procedure staff 
designs and installs procedures. Aside 
from that, of course, there are manv 
apparent differences in the manner of 
approach. 

The audit staff must be completely 
independent and, accordingly, all of 
the members of the audit staff must be 
in a position to exercise such indepen- 
dence and should report to a represen- 
tative of top management, entirely 
divorced from the daily activities, in 
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order that his actions will not be biased. 
Regardless of the auditor’s position in 
the organizational chart, however, I 
think there is only one way of achiev- 
ing independence and that is by being 
independent. 

Procedure work, however, is a little 
different. Situations at individual loca- 
tions present quite a variety of condi- 
tions and, accordingly, I believe the 
best procedure to be that all statements 
of policy issued from the central office 
should be of the type which state the 
objectives, determine the responsibil- 
ity, and set forth the general type of 
procedure desirable from an overall 
company policy viewpoint. I believe 
that the local managements can work 
out the details and methods to apply 
to their individual situations better 
than if such details are dictated on the 
basis of central office theory. This 
creates a spirit of competition between 
locations having similar operations. 
To do otherwise stifles initiative and 
does not provide comparison of costs 
due to the use of varying methods. 
This, of course, entails a departure 
from strict uniformity of the methods 
employed in arriving at the final an- 
swer. I do not believe uniformity is 
either essential or desirable except as 
regards those final statements neces- 
sary for consolidation in the central 
office. We should work first toward 
uniformity of principle and toward uni- 
formity of method only when the vary- 
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ing methods have finally evolved the 
lowest cost. 

The centralized procedure staff, in 
my opinion, should be a small group 
of talented and experienced research 
men who are available to coordinate, 
advise, and conduct outside research. 
In a small organization, this tvpe of 
service is available through accounting 
and management engineering firms. 

it is further necessary that close co- 
ordination be achieved between these 
two functions (Audit and Procedure ) 
where they are handled by separate 
staffs, in order that duplication of in- 
vestigative efforts be eliminated. 

As the work performed in an audit 
and the work performed on a systems 
survey are almost identical, it is neces- 
sary that the auditors perform their 
work in such a manner that their find- 
ings and workpapers can be utilized by 
the procedure man in the design and 
installation of the improved methods. 
This is very difficult to do, but it is 
essential, if the auditor is going to stay 
within his scope and the procedure 
man within his without duplication of 
effort. 

Although the material covered in 
this paper may be quite familiar to 
those of you whose everyday work is 
in these fields, 1 hope it has not been 
entirely in vain, and that you have 
obtained some thoughts to add to the 
manv others which I know each of you 
have in this connection. 


Several Basic Thoughts to Have Constantly in Mind During the Course 
of an Examination for a Small Company 


1. There is probably little or no internal control in small companies. 
2. Transactions covering a longer period must be tested than would be the case in a larger 


company 
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in another. 


y with more adequate internal control. 
Verify as many assets and liabilities with outside sources as possible. 
Make use of the information contained in one account to check the information disclosed 


5. Avail oneself of the knowledge of the operating owner but substantiate his opinion. 
6. Basic concepts of generally accepted auditing standards apply equally to the examination 


of large and small companies. 


7. The examination on which an unqualified opinion rests should meet those basic concepts. 


From a speech by Mr. Gerry KEENE under the 
auspices of the Education Committee of the 
’ 7 ) 


Massachusetts State Society of C. 
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Recent Developments in 


Cost Accounting 


By Herpvert F. Taccart, C.P.A. 


Cost Accounting During the War 


pi war vears were marked by a 
tremendous boom in the use ot 
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( st accounting for the special purposes 
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connected with war production and 


economic controls. Billions of dollars 
were paid by the Government to con- 
tractors on the basis of costs ascer 
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N.A.C.A. Some of the ideas in- 
cluded therein were also expressed 
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refunds and price adjustments throug! 
renegotiation procedures were com- 
puted by a form of overall cost ac 
counting. When supply contracts were 
terminated before completion, cost ac 
counting principles were utilized in 
determining the amounts necessary { 
settlement. Price control by the OPA 
involved cost accounting in the estab- 
lishment of prices for new goods and 
the adjustment of prices to cover in- 
creased costs. 

As a result, cost accounting litera 
ture was enriched by the publication 
of numerous manuals and books of in- 
struction and thousands of accountants 
and auditors of varying degrees of skill 
and responsibility were employed in 
keeping the records and making the 
computations and audits. The “Green 
Book” (“Explanation of Principles for 
Determination of Costs under Govern- 
ment Contracts”), the Renegotiation 
Manual and the technical manuals of 
the War Department covering the audit 
of cost-plus-a-fixed-fee contracts and 
the termination of fixed-price supply 
contracts were some of the many Gov- 
ernment publications dealing with cost 
accounting principles and procedures. 
\ccounting staffs of the War and Navy 
numbered many thou- 
sands. The accounting department of 
OPA totaled nearly 1500 at its peak. 
Industry employed similar numbers for 
the compilation of cost data and_ the 
preparation of claims and reports. 


departments 


7° 


It is sometimes said that all this 
emphasis on costs will furnish an im- 
petus to cost accounting for peace-time 
purposes—that the importance of an ac- 
curate knowledge of costs has been im- 
pressed on business executives who 
never before appreciated it. The truth 
of such a statement may well be 


doubted. The principal progress of cost 
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accounting during the war was retro- 
srade. Such developments as occurred 
were sired by the requirements of war 
ntracting or the necessity of dealing 
with the OPA and damned by all whose 
interest in cost accounting was in its 
use as a tool for management. 





Conditions during the war made 
economical management both impos- 
sible and unnecessary—impossible be- 
cause of the inexorable demand _ for 
production at whatever cost and be- 
cause of the necessity to use inexperi- 
enced labor and make-shift materials, 
methods and facilities ; unnecessary be- 
cause of unprecedented demand and the 
cost-plus atmosphere in which all busi- 
ness was conducted. The tax level was 
a contributing factor of no small im- 
As a result, the entire em- 
phasis was on product costs. The only 
service of cost accounting which could 
claim any attention or respect was that 
which told the costs of specific products 
or product classes, or of specific con- 
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portance. 


tracts, or of war production as opposed 
to civilian production. 

Fortunately for the future develop- 
ment of cost accounting, most of the 
typical wartime uses for cost account- 
ing have ceased to exist. Renegotiation 
is dead ; cost-plus contracting is largely 
dead; contract termination is in its 
final stages: the OPA has _ released 
substantially all of its controls. Most 
of the cost accounting inspired by these 
wartime needs is but a memory, and 
in many respects not a happy one. 


Adequacy and Reliability of 

Cost Data 

One discovery made by many people 
during the war, however, will lead to 
important post-war developments. Per- 
haps it was not a discovery, but rather 
a rediscovery, that relatively few pro- 
ducers of goods have cost accounting 
systems adequate to determine with 
reasonable accuracy the costs af their 
products. This fact needs no proof to 
most accountants, but certain business 
men, lawyers and_ politicians are 
curiously blind to it. This blindness is 
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evidenced by the passage of laws for- 
bidding sales below cost, which has 
been done by several states and was 
done by NRA codes. The NRA codes, 
indeed, were realistic enough to re- 
quire the formulation and adoption of 
uniform cost accounting plans, de- 
signed to make the rule enforceable, 
but the state unfair practices acts con- 
tain no such provision. 

The rarity of adequate cost account- 
ng was encountered by every procure- 
ment agency and by their adjuncts, such 
as termination teams and Price Adjust- 
ment Boards. In its most acute form, 
however, it was encountered by the 
accountants in the OPA, who between 
1941 and 1946 made the most ex- 
tensive and searching inquiries into the 
costs of all kinds of goods and services. 
The conclusions of the OPA account- 
ing statf, based on thousands of cost 
studies conducted in every trade and 
industry, is that not more than 15% of 
all companies are able to furnish satis- 
factory product cost data. Since the 
larger companies tend to have the bet- 
ter cost systems, it is estimated that 
the cost of 25% of the total volume 
of products may be ascertainable. Paul 
M. Green, Deputy Administrator for 
Accounting, describes this as an “op- 
timistic”’ estimate, and he is doubtless 
right. In order to remedy this lack of 
adequate product cost information 
trade associations and similar industry 
groups are taking steps to initiate or 
renew the development and use of uni- 
form cost accounting methods and for- 
mulae. Many industry groups were em- 
barrassed in their dealings with OPA 
by the lack of reliable cost data and the 
impossibility of procuring reasonably 
comparable cost figures. Although this 
particular occasion for obtaining costs 
has now departed, these industry 
groups are determined not to be caught 
short again. 

Cost Accounting as a 
Managerial Tool 
An important post-war development 


will be the new impetus which is now 
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activating these trade groups. While 
the primary concern of trade associa- 
tion cost systems is still product costs, 
and while the importance of product 
costs should not be underestimated, the 
outstanding postwar development in 
the cost accounting field is that cost 
accounting has ceased to be of primary 
interest to the sales and treasury de- 
partments and is returning to its role 
as a tool of management. In a recent 
newspaper there appeared a cartoon de- 
picting “Business” as a lazy fisherman 
snoring in a boat stranded high on the 
shore while the ocean labeled ‘‘Warttine 
flood of easy money and loose spend- 
ing’’, recedes in the distance. Obvious- 

it the fisherman needs is some- 
thing to wake him up and make him 
realize the changed state of affairs. 
Since some cost accountant might take 
otftense at being compared to a mos- 
quito, it is fortunate that such a com- 
parison is not necessary. Declining 
sales and decreasing prices, beginning 
to make themselves felt along a wide 
front, will surely arouse business out 
of any fool’s paradise in which it may 
have been living. Then the cost ac- 
countant assumes the role of guide back 
o the waters of economy and sound 


business practice. 


t 


In this role I see for cost accounting 
a brilliant future. The use of costs 
for the guidance of management—and 
this means management from the pres- 
ident of the company down to the low- 
liest supervisor—was just beginning to 
make itself felt before the war. During 
the war it lost much of the ground it 
had previously gained. The emphasis 
on product costs and the conditions 
and requirements of war production 


put an end to many promising cost 
accounting developments. Many cost 
systems were entirely scrapped, and 
many more were substantially modified 


to meet wartime needs. 


Standard Costs 
Most striking among new develop- 
ments will be a tremendous expansion 


in the use of standard costs. The prin- 


ciple of cost standards will be applied 
in both the manufacturing and the 
distribution fields. Old standard cost 
systems will be dusted off, refurbished 
and placed again in active operation. 
New standard cost systems will spring 
up like dandelions in May. The old- 
fashioned, so-called actual cost systems 
will in the course of time be very large- 
ly superseded by standard costs. The 
new standard cost systems will be sys- 
tems based on real cost standards, de- 
veloped with care and furnishing a 
sound basis for cost control. Many so- 
called standard cost systems in opera- 
tion before the war were little better 
than applications of an estimating pro- 
cedure, and frequently the estimates 
were not too carefully made. They 
represented progress in the right direc- 
tion, but were far from the finished 
product which is now to be expected. 

It is not to be assumed that pre-war 
standards will be of much use in these 
post-war times, or that the setting of 
adequate standards will be easy. 
Changed materials and _ production 
methods have made old standards ob- 
solete. Continued material shortages 
and uncertainties about the volume of 
production and sales complicate the set- 
ting of new standards. For the next 
few years standard costs may not be 
wholly reliable, but their importance 
to management will nevertheless be 
great. 


Distribution Costs 

Developments in the field of distribu- 
tion cost accounting and control are in- 
evitable. If we are to have the greatly 
expanded production represented by 
60,000,000 jobs and a $160-billion na- 
tional income, distribution of goods and 
services must be correspondingly ex- 
panded. Distribution costs have been 
under fire for many years, and criticism 
of their amount and the ways in which 
the money is spent appears to be on the 
increase. The necessity for intensive 
research and experiment in marketing 
methods and for the most careful con- 


trol of marketing costs is obvious. The 
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renewed interest in distribution costs 
since the war is already evidenced by 
a recent publication of the Department 
of Commerce entitled “Distribution 
Cost Analysis—a Management Tool 
for Cost Reduction” and by a still more 
recent publication of the Chamber of 
Commerce of the United States, the 
title of which is “Distribution Costs 
in Expanding Markets.” 

The emphasis on “cost reduction” in 
the title of the Commerce Department 
pamphlet is somewhat unfortunate. 
Control of costs does not necessarily 
involve their reduction, at least in the 
over-all sense, though unit costs may 
well be reduced. What is really re- 
quired ts that constant vigilance be ex- 
ercised to make certain that distribu- 
tion dollars are spent wisely and ef- 
fectively. The traditional feud between 
the accounting department and the 
sales department should be replaced 
by a common endeavor to be of mutual 
assistance. No progress will be made 
if the accountants’ motto is merely 
“Cost reduction”, or if the slogan of 
the sales department is “Volume at 
any price.” 


Differential Costs 

Another development which I fore- 
see Is increasing use of the differential 
cost idea. Occasional references to the 
differential cost concept are to be found 
in pre-war accounting literature, and 
some practical use of it had been made. 
Its possibilities have never been fully 
explored, however, nor has it been 
adequately defined for general use. 
Some attempt was made to utilize dif- 
ferential costs in certain OPA regula- 
tions, but these efforts largely foun- 
dered against the obstacle of differen- 
tial cost determination. As an example 
of the primitive state of understanding 
of this subject, it is impossible to find 
more than the most casual reference to 
it in the commonly used college texts 
in cost accounting. 

The importance of considering dif- 
ferential cost in many rather 
than average cost, is the fact that differ- 


Cases. 


ential cost is the more reliable motiva- 
tion for managerial action. The deci- 
sion to increase production, to add a 
new line, to seek new customers, to 
take on added territory, or to do the 
opposite of these things, is best guided 
by a consideration of the costs that 
will be added or eliminated by these 
actions, and not by the average cost 
of present production or distribution. 
Differential costs may be defined as 
those which will be added or 
eliminated by any proposed change in 
production or sales policy. Easy as the 
definition sounds, its application is not 
always simple. No cost accountant can 
afford to be unaware of the importance 
of this concept during the coming 
period in which an infinite number ot 
such managerial decisions must be 
made. 


costs 


Labor Cost Problems 


Many developments during recent 
years, some connected with the war 
and some not, make necessary changed 
attitudes and changed techniques with 
respect to certain elements of cost. The 
most important cost so affected is labor. 
With respect to labor the chief prob- 
lems are high wage rates and the in- 
creasing difficulty of control of labor 
costs. It is to be hoped that high wage 
rates are here to stay. It is difficult 
to perceive any set of circumstances 
short of a disastrous economic depres- 
sion which would bring about any ap- 
preciable decline. No one in his right 
mind favors a depression for any such 
eason. We can and should learn to 
live with high wage rates. 

The control of labor cost has always 
been a key problem in management, 
and it has never been an easy one. 
The rise of collective bargaining and 
increased unionization have compli- 
cated its solution. The hostility of 
many unions to incentive wage sys- 
tems has upset many labor cost control 
plans formerly in use. The situation 
calls for new methods, greater ingenu- 
itv, and a full realization that the con- 
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trol of labor cost is not merely a 
problem in business mathematics, but 
one which involves psychology, diplo- 
macy and other intangible factors with 
which the accountant is not accustomed 
to deal. 


Fortunately for the accountant, his 
is not the responsibility for either col- 
lective bargaining or the control of 
labor costs. His role is that of supplier 
of information and recorder of  re- 
sults. In order to supply information 
properly, however, he must understand 
the problems involved and the needs of 
he parties at interest. More and more 
it is being recognized that employees 
must be given an understanding of the 
management’s affairs. It is perceived 
that they must understand that they 
have a stake in the prosperity of their 
mployers. As a result, many coni- 
panies are now spending more effort on 
how to present cost and financial data 
to employees than on informing stock- 
holders and the general public. Stereo- 
typed statements of the traditional vari- 
eties will not serve the purpose. In 
the first pti the employees are not 
accountants or bankers or financial ex- 
perts, and much of the standard ter- 
minology of ordinary accounting state- 
ments is to them meaningless or actu- 
ally misleading. In the second place, 
the situation calls for information not 
contained in the balance sheet or con- 
densed profit and loss statement. It 
may even involve the disclosure of some 
information traditionally considered 
confidential, but whatever it calls for, 
the data must be presented simply and 
directly, in language which the com- 
mon man can understand. 


Recent political developments may 
have decreased the likelihood of a gen- 
eral imposition of fact-finding boards 
in the settlement of labor disputes, but 
nothing has changed the necessity of 
basing wage negotiations on facts, and 
the accountant must be prepared to 
supply those facts at such times and in 
i manner as will best serve the 
needs of all parties. 
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Depreciation as a Cost 

Another cost that will require a great 
deal of special attention and interpre- 
tation during the next few vears is de- 
preciation. ‘Two wartime developments 
seem likely to impair the validity of 
the depreciation charges of many com- 
panies. One is tax amortization of 
emergency facilities. The other is the 
strong tendency during years of high 
tax rates to write off plant improve- 
ments to expense under the guise of 
repairs and maintenance. No deprecia- 
tion is likely to be recognized on assets 
which either have been completely 
written off or have never appeared as 
such on the books, even though ~ 
may be in productive use now and f 
a considerable time to come. To the 
extent that this is the case, depreciation 
cost shown on the books will not ex- 
press the true cost involved. 


It may be noted in passing that this 
matter is not wholly unrelated to the 
element of labor cost previously men- 
tioned. It is to be surmised that many 
a management will wish there were a 
method of convincing labor representa- 
tives that this invisible cost must be 
taken into account. At best, deprecia- 
tion is a difficult factor to handle for 
such purposes, but phantom deprecia- 
tion on assets that have been written 
off or never entered on the books is 
likely to command scant respect. 

Emergency facilities which have 
been written off the books as well 
for tax purposes, have been restored by 
some companies so that depreciation on 
them will again appear in cost com- 
putations. This procedure has recently 
received the official blessing of the 
Committee on Accounting Procedure 
of the American Institute of Account- 
ants. Both the advisability of restoring 
these facilities to the balance sheet and 
the basis for determining restorable 
values have been the subject of much 
controversy, but the advantage of the 
procedure from the standpoint of an 
adequate statement of operating costs 
can scarcely be questioned. As a mat- 
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ter of fact, even if the assets themselves 
are not replaced on the books, consid- 
eration may well be given to the inclu- 
sion of depreciation on them in cost 
Ci miputations. 

Because of possible income tax com- 
plications, no management is likely to 
admit that wartime improvements were 
charged to expense. That this was 
done, however, there can be no doubt. 
What the final fate of such charges 
will be is for the future to determine. 
Internal revenue auditors are by no 
means finished with their examinations 
of wartime tax returns. Where such 
charges have been made, however, it 
is obvious that no depreciation will be 
computed for such assets. In some 
companies this condition may make 
depreciation accounting largely a farce. 
Presumably the accountant can do little 
about this matter, since the. manage- 
ment is “stuck” with its previous com- 
mitinent as to the nature of the charges. 
Tax-inspired sloppiness in the classifi- 
cation of maintenance and improve- 
ment costs can hardly be justified as a 
permanent policy. Its morality is ques- 
tionable and it is wholly at variance 
with established accounting principles. 
Furthermore, it is not a healthy condi- 
tion for the assets of industry to be 
grossly understated. Ignoring depreci- 
ation is just as stupid as disregarding 
other costs. Any company which is 
operating with depreciable property 
and thinks it can safely disregard de- 
preciation is living in a fool’s paradise. 
Now that the excess profits tax is gone, 
the long-run tax effect of charging im- 
provements to expense is a pure gam- 
ble. The long-run effect of substantial 
under-capitalization is fully as certain 
to be bad as would a corresponding 
degree of over-capitalization. One of 
the cost accounting developments | 
hope to see is a general recognition of 
the importance of conformance with 
recognized accounting principles in the 
treatment of expenditures related to 


plant and equipment. 
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The Relationship of Sales Prices 
to Costs 


One lesson which may have been 
learned too well during the war is the 
cost-plus philosophy, to the effect that 
there is some basic causal relationship 
between the costs of the individual pro- 
ducer and the prices which he receives 
for his goods. For five long years we 
had cost-plus contracts, cost-plus rene- 
gotiation, and cost-plus pricing both 
by OPA and by war _ procurement 
agencies. In this period it seems in- 
evitable that some businessmen may 
have become infected with the idea that 
peacetime pricing and a normal com- 
petitive economy can be brought about 
by this process. 

Any such notion is not only false— 
it spells the doom of good management 
and effective production and sales poli- 
cies. It robs management of any argu- 
inent against unnecessarily high wages, 
‘xtravagant sales promotional devices 
and all forms of waste. In anything 
like normal times—granted that pres- 
ent times are not yet normal—the 
causative effect between prices and the 
costs of the individual producer runs 
the other way: What can we get for 
this item, and therefore at what cost 
must we produce it? 

That the cost-plus philosophy takes 
many forms and infects many people 
is well illustrated by a small facet of 
the controversy over the restoration of 
fully amortized war facilities to the 
balance sheet. One argument against 
such restoration is that it would result 
in the public paying for these facilities 
twice! Without getting any further 
into this problem, I submit that that 
particular argument has very little 
merit unless it is assumed that the cost- 
plus economy is with us to stay. 


Formulation of Cost Accounting 
Principles 
An urgently needed development in 
the field of cost accounting is the for- 
mulation of cost accounting principles 
by authoritative action of the profes- 
sion. If cost accountants do not under- 
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take this task, politicians and bureau- 
crats will. Having been a bureaucrat 
myself, and having had contact with 
other bureaucrats and with politicians, 
[ can speak with feeling and some 
authority on this matter. And there is 
no likelihood that the political trend 
reflected in the recent election will re- 
sult in relieving us of bureaucracy to 
such an extent that this danger may 
safely be ignored. 

There are many illustrations of what 
I mean. A small but grisly example 
is the use of the term “unearned sur- 
plus” in the Interstate Commerce Com- 
mission’s account classifications for 
railroads and other carriers. “Un- 
earned surplus’, in case you are un- 
acquainted with that expression, is all 
surplus other than earned surplus. The 
term, needless to say, was not invented 
by an accountant, nor was it given any 
approval by accountants. It was 
adopted by the Commission without 
even consulting the Commission’s own 
accounting staff. It was formally pro- 
tested by the railroads, but no really 
vigorous action was taken to bring 
about a reversal of the decision. This 
is a minor, and perhaps harmless ex- 
ample of what can happen when ac- 
countants are asleep on the job or oc- 
cupy so subordinate a position that 
they can be ignored. 

A much more important and omi- 
nous example of bureaucratic impo- 
sition of accounting principles is the 
so-called ‘‘aboriginal cost’’ doctrine 
which has been espoused by the Fed- 
eral Power Commission and other 
regulatory agencies. Introduced origi- 
nally as a device for remedying abuses 
in the transfer of utility properties, this 
doctrine is now elevated by some of 
its proponents — including some ac- 
countants — to the eminence of an 
accepted accounting principle, and it 
has been seriously argued that it ought 
to be adopted by all industry as a rule 
to be followed in accounting for the 
acquisition of property. The end of 
this story is not yet, but it should give 
pause to any who feel that the account- 
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ing profession can afford to relax its 
vigilance. 

More specifically in the field of cost 
accounting, it is interesting to note that 
the Federal Trade Commission has re- 
cently published some case material 
in the field of distribution cost analy- 
sis. The Commission’s interest in this 
matter stems from its obligation to ad- 
minister the Robinson-Patman Act. 
Up to the present time the Commission 
has carefully refrained from giving ap- 
proval to any particular methods or 
bases of distribution cost analysis. As 
a matter of fact, the Commission’s 
present attitude is that it wishes to 
avoid tying its own hands by giving 
to any particular methods advance ap- 
proval which might prove embarrass- 
ing in the prosecution of specific cases. 
This is a sensible and enlightened 
attitude on the part of the Commission, 
but it is an attitude which might readily 
change if future developments should 
make such a change appear advan- 
tageous. 

From OPA experience come ex- 
amples of the attitude of politicians 
toward accounting and accountants. 
When an amendment to the Price Con- 
trol Act was under consideration which 
would have required a determination 
of the costs of all manufactured com- 
modities both currently and during a 
base period, the OPA accounting de- 
partment voiced a natural objection. 
An eminent senator countered the pro- 
test with the airy assertion that if the 
OPA accounants could not make these 
determinations, he could, and without 
any trouble. A diligent search of the 
Congressional directory fails to reveal 
the accounting training and experience 
of that senator. 

In another instance, when amend- 
ments to the Act were being considered 
which would have required OPA ac- 
countants to treat as costs a number 
of items, including percentage deple- 
tion and tax amortization of emer- 
gency facilities, the OPA accounting 
department protested on the grounds 
of established accounting principles. 
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One of the Congressional proponents 
of the amendments dismissed this argu- 
ment with contempt. ‘Accounting 
principles are what we make them” 
was, in effect, his comment. And 
indeed if Congress can repeal the law 
of supply and demand and make the 
sun stand still, who will doubt its 
ability to remake accounting prin- 
ciples ? 

A disturbing phenomenon is_ the 
support which politicians meddling in 
the field of accounting sometimes re- 
ceive from members of the profession. 
This support is usually motivated by 
the prospect of gaining some tempo- 
rary advantage for clients or employ- 
ers. It may merely take the form of 
silence, but sometimes the assistance 
is much more active. Allowances must 
be made, of course, for sincere differ- 
ences of opinion, and frequently Gov- 
ernment regulations involve ventures 
into new and uncharted territory, but 
where principles are reasonably well 
establised it ill behooves any account- 
ant to foster their upset for a momen- 
tary benefit. Such action may well 
prove to be embarrassing in the future, 
when the swing of the pendulum re- 
quires an opposite stand. 

A fine example of the kind of ac- 
counting statesmanship required was 
furnished by the committees of the 
NACA and other accounting organiza- 
tions which cooperated with the OPA, 
the War Department and other Gov- 
ernment agencies. These men gave un- 
selfishly of their time, without recom- 
pense or glory, and they sincerely tried 
to understand the problems of the 
agencies with which they were dealing, 
as well as to be vigilant representatives 
of the profession and its clients. 

The work of the Executive Com- 
mittee of the American Accounting 


te 


Association and of the Committee on 
Accounting Procedure of the American 
Institute of Accountants has shown 
promise of meeting the responsibilities 
of the profession in this sphere. The 
Research Committee of the NACA has 
a similar opportunity. A clear-cut ex- 
pression, by a representative and re- 
spect-commanding group on matters of 
importance to accounts, can scarcely 
be ignored by the brashest Govern- 
ment functionary. A special committee 
of the American Accounting Associa- 
tion is even now at work on the for- 
mulation of a statement of cost ac- 
counting principles. Whether or not 
such a statement can now obtain gen- 
eral acceptance, the project is a most 
welcome development in the cost ac- 
counting field. 

Whether the Republicans or the 
Democrats or some new third party 
elect the next President, Governnrent 
interference with and control of busi- 
ness will not vanish. Businessmen 
themselves will see to that. Every time 
they go to the Congress for a Tydings 
Act or a Robinson-Patman amendment 
they are inviting and assuring more 
Government regulation. The control 
or abolition of one abuse invites atten- 
tion to the next. If one pressure group 
gets what it wants, however praise- 
worthy that may be, resistance to the 
next pressure group is correspondingly 
weakened. All Government regulation 
of business has its impact on account- 
ing, and it is up to the profession to 
be alert in making sure that account- 
ing rules are made by accountants, and 
not by politicians, and that the account- 
ing principles followed are those which 
the profession is willing to stand by in 
the long run, and not those which 
merely yield a temporary advantage 
to particular interests. 











Some Accounting and Tax Aspects of 
Employee Benefit Plans Established 
Through Collective Bargaining 


By SAMUEL S. REss 


D RING the war employers were pro- sult, collective bargaining agreements 
hibited from increasing salaries in many industries were entered i 


or wages of employees beyond the lim- between employers, or groups of em- 
its specified by the War Labor Board  ployers, in some cases acting through 
or the Treasury Department in apply- their trade associations, and the Union 
ing the wage and salary stabilization with which the employer had collective 
regulations. Certain fringe benefits, bargaining agreements. 

however, were considered to be non- During recent years an increasing 
inflationary. Health and Vacation number of unions have succeeded in 
Funds were in that category. Asa re- having health benefit plans included in 


the terms of their agreements with 
employers and several international 
he unions. have established special facil- 
ities for ppg ns such _ plans. 
While the United Mine Workers Wel 
fare Fund had received widespread 
newspaper publicity, there have also 


been in existence, as a result of collec- 
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aS Benen fees The Xite tok tive bargaining agreements bearing the 
lege (New York) School af tad. stamp of approval of the War Labor 
Board, other plans for contributions by 
either the employer alone or by both 
employer and employee to various em- 
plovee benefits plans; some of these 
plans including retirement benefits 
death benefits, sickness or accident, 
disabilitv benefits, as well as plans for 
medical and hospital and maternity 
benefits. Other plans included a pro- 
vision for cash vacation and paid holi- 
day benefits. 

The plan is generally administered 
(a) by an insurance company, or (b) 


ness and Civic Administration. He 
is a tax consultant and has been a 
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hour regulation, and = workmen’s 
compensation insurance. 
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(1)(a) Plans administered by insurance companies: 
Textile Workers Union of America (C. I. O.) 
United Electrical, Radio and Machine Workers (C. I. O.) 
International Fur and Leather eg: Union Saag eee 
Upholsterers International Union (A. F. of 
United Textile Workers of America ( Ki F, ) 
United Furniture Workers of America (C. L x ) 
Amalgamated Association of Street and Electric Railway E mployees (A. F. of L.) 
Industrial Union of Marine and Shipbuilding Workers (€. I. O.) 
Hotel and Restaurant Employees’ International Alliance (A. F. of L.) 
Paper Workers Organizing Committee (C. I. O.) 


tistered benefit plans: 
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International Ladies’ Garment Workers’ Union (A. F. of L.) 
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Life, Accident & Health benefits to members of the union em- 

Insurance Plan ployed in the men’s and boys’ clothing 
industry,‘?? commencing on the pay 
plan starting in July, 1942, the employ- day for the w eek of July 10, 1942 and 
ers In the men’s and boys’ clothing in- Weekly thereafter; to pay to the trus- 
dustry agreed to contribute sums of tees designated under the market 
money weekly,—paid on the stated agreement, a sum of money equal to 
percentage of their payroll and the pay- 2% of the wages payable to the em- 
roll of their contractors,—to a fund to — ployees of the employer for the preced- 
be used to provide life, accident and ing pay period and 1.6% of the billed 
health insurance and other insurance price to the employer of all clothing 


In the New York garment industry 


New York City Laundry Workers (C. I. O.) 
United Hatters, Cap, and Millinery Workers (A. F. of L.) 
(c) Jointly administered plans: 

Amalgamated Clothing Workers of America (C. I. O.) insurance program 

U nited Retail, Wholesale and Department Store Employees of America (C. I. O.) 

Most of the foregoing employee benefit plans are financed entirely by the employer. 
(2) Amalgamated Clothing Workers of America Insurance Program 

More than 200,000 workers are covered by the jointly administered health-insurance 

programs negotiated by the Amalgamated Clothing Workers of America (C. 1.0.), about 
125,000 of whom are employed by companies under the Men’s and Boys’ Clothing Manufac- 
turers Association agreement. This latter plan is an outgrowth of negotiations which were 


initiated by the A. C. W. A. in 1941, at which time the association and the union agreed to 
conduct a study of the — lity of establishing a health and insurance fund on a national 
basis. In February, 1942, the parties agreed on a plan, and a standard form was drawn up, to 


be used as a supplement to oe individual ia bargaining agreements negotiated with all 
employers belonging to the association. Contributions to the fund began in July, 1942, but 
payment of benefits did not begin until February 1, 1944, by which time sufficient reserves had 
been accumulated. This program now operates in 17 states, covering most of the important 
organized men’s clothing markets. An additional 15,000 workers are covered under a separate 
but simile : ne program in effect in Chicago. 

The z ae national insurance plan is financed entirely by manuiacturers and con- 
tractors, =. contribute 2 2 percent of their weekly payrolls into the Amalgamated Insurance 
Fund, which is administered by a board of trustees composed of 12 members of the executive 
board of the union. Before the trustees can “enter into any insurance contract, or purchase 
any insurance policy, or make any change in any outstanding policy * * *” they must obtain 
the consent of an advisory committee, composed of 11 members of the association representing 
the employers. The resources of the Amalgamated Insurance Fund are employed to operate 
the Amalgamated Life Insurance Co., Inc., a capital-stock insurance company chartered under 
the laws of New York State, with a board of directors composed of union and employer 


r ‘i ‘esentatives. This company issues policies exclusively to eligible members oi the 
W. A. employed by contributing employers and pays the benefits. 

All workers in the men’s clothing industry (including lear ners and clerks, as well as 

production workers) who have been members in the A. C. W. A. for at least 6 months, and 


who have worked for an employer at least a day in each of 6 different months, of which 
1 month must have been within the last 4 months, are automatically insured. Employees in 
closely connected branches of the clothing industry, such as single-pants shop workers, 
sportswear, and sheep-lining and leather workers are also covered by the A. C. W. A. 
insurance program. Employees are covered as long as they are employed in any shop 
included in the plan, and for 4+ months after lay-off from the industry, but insurance 
terminates upon withdrawal, suspension, or expulsion from the union. If a worker is 
disabled and eligible for weekly benefits on the day insurance terminates, the insurance con- 
tinues until the end of the period for which benefits are payable. 

Weekly benefits for sickness and non-occupational accidents are $12 for men and $8 for 
women, for a maximum of 13 weeks in any 12 consecutive months (rather than for any 
continuous disability). For accidents resulting in disability for 14 days or more, payment 
of benefits begins on the eighth day of disability. Confinement to bed or at home is 
unnecessary, but the member must be under a doctor’s care and unable to work, and must 
have notified the office not later than 20 days after the first day of his disability. The plan 
hospitalization benefits of $5 per day for 31 days in any one year, and $25 for 


includes 
No regular weekly or hospital benefits are paid for disability resulting 


idditional expenses. 


from pregnancy, but a flat $50 maternity benefit is furnished. 
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manufactured for him by contractors 
and billed to the employer during the 
preceding pay period. These original 
payments were for the purpose of pro- 
viding life, accident and health insur- 
ance and such other forms of group 
insurance for medical care and hos- 
pitalization. The trustees consisted of 
representatives of the employers and of 
the union. The employer was obligated 
to furnish such information and reports 
as may be required by the trustees for 
the purpose of carrying out the agree- 
ment. The trustees have the right at 
all reasonable times during business 
hours to enter upon the premises of the 
employer and to examine and copy 
such of the books, records, papers and 
reports of the employer required to 
permit the trustees to determine 
whether the employer has fully com- 
plied with the provisions of the agree- 
ment. No employee shall have the op- 
tion to receive instead of the insurance 
benefits provided under the agreement, 
any part of the contribution of the em- 
plover. No employee has the right to 
assign the insurance benefits to which 
he may become entitled under the 
agreement. 

The agreement also provides that in 
the event that legislation is enacted by 
the federal government, levying a tax 
or other exaction upon the emplover 
and his contractors for the purpose of 
establishing a federally administered 
system of life, health, accident, medical 
care and hospitalization insurance, un- 
der which the employees of the em- 
ployer and his contractors are insured, 
the employer shall be credited against 
the sums payable under the agreement 
for each pay period with the amount 
of such tax or exaction payable by him 
for such pay period. 

In December of 1945, this original 
agreement was supplemented by mak- 
ing provision for additional retirement 
fund contributions at the rate of 3% 
of the wages of all employees who are 
members of the union. An additional 
2.4% on the billed price of garments 
made by contractors had to be paid so 
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that employers or manufacturers who 
were obligated under the market agree- 
ment were required to pay a total of 
5% on the payroll of their direct em- 
ployees and 4% on the billed price of 
garments made by contractors. 

In December of 1946, a cost of living 
wage increase was granted to the em- 
ployees in the industry. Employers 
were not required to pay the insurance 
fund contributions on the cost of living 
increase and were permitted to deduct 
on the weekly remittance forms that 
part of their payroll which had been 
exempt. Employers were required to 
make two types oi reports to the insur- 
ance fund. One on a weekly remit- 
tance report which accompanied their 
check, indicating the name of the firm, 
the address, the work week ending, the 
date of payment of wages to employees, 
the names and addresses of the various 
factories for which payments were 
made, total number of employees, and 
the total payroll less the cost of living 
wage increase. The amount of the em- 
plover’s check calculated at 2% of the 
net wages is entered on the weekly 
remittance form and forwarded to the 
insurance fund. An additional report 
covering the remittance to the retire- 
ment fund is similarly prepared along 
with a check for 3% of the net payroll. 
Quarterly, employers are required to 
send in a report indicating the name of 
the firm, the address, the quarter end- 
ing date, and listing the employees’ 
Social Security Account Numbers, the 
name of each individual employee, and 
the amount of wages paid to each em- 
plovee during the quarter. Space is 
provided for a deduction of the cost of 
living wage increase and the net figure 
for the quarter must agree with the 
amounts of taxable pavroll on which 
payments have been made weekly. In 
the event that a discrepancy occurs be- 
tween the sum of the weekly remittance 
reports of wages and contributions and 
the amount indicated by the quarterly 
report, the employer is required to for- 
ward a check to the fund covering the 
difference should it be in favor of the 


June 























Accounting and Tax Aspects of Employee Benefit Plans 


fund. Otherwise, the employer is re- 
quested to reconcile the difference and, 
if he has overpaid, he is given a credit. 
The purpose of the quarterly report of 
Social Security numbers, full names 
and earnings for each covered em- 
ployee, including the amounts earned 
in excess of $3,000, is to insure prompt 
and correct benefit payments to cov- 
ered employees. No report need be 
made for executives, foremen, super- 
visors and those persons employed in 
the sales, shipping and clerical depart- 
ments who are not members of the 
union. The information is practically 
the same as that reported on Social 
Security returns, except that all the 
earnings of covered employees must be 
included. 

The remittances made for contrac- 
tors are based upon weekly production 
reports, indicating the name of the con- 
tractor, the address of the contractor, 
the name of the manufacturer to whom 
the work was shipped, the manufac- 
turer's address, the payroll week-end- 
ing date in which the garments were 
manufactured, and listing the various 
lot numbers, number of garments in 
each lot, description of type of gar- 
ment, price charged per garment and 
gross amount. On the basis of the con- 
tractor’s weekly report, the manutac- 
turer is billed at the rate of 4% (re- 
cently tentatively reduced to 3.45% to 
provide for the cost of living wage in- 
crease exemption which was included 
in the gross payroll), for the purpose 
of collecting from the manufacturer 
who is the obligated employer under 
the agreement, for the sick, accident, 
disability and hospitalization and re- 
tirement contributions payable to the 
Fund. 

The contractor's quarterly report, 
indicating the name of the contractor, 
his address, period ending and listing 
the Social y Numbers, names 
and gross amounts earned by the em- 
plovees in the contract shop during the 
quarter is submitted by the contractor 
either directly or through the Agency 
in the industry. 


Security 
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The contributions that are computed 
to be due on the contractor’s quarterly 
reports are compared by the Insurance 
Fund with the remittance received on 
the basis of the various bills paid by 
the manufacturer during the period, 
and in case of differences, the same are 
investigated by auditors of the Fund 
and adjusted either at conferences in 
the office of the employer or of the 
Fund. 

The Insurance Fund collects the 
contributions and purchases individual 
policies for the various members of 
the Union covered by the plan from the 
insurance company established by the 
parties to the agreement and operating 
pursuant to the New York State In- 
surance Laws. The insurance company 
pays the benefits to claimants. 


Vacation and Holiday Pay Plan 

It is provided in the agreement that 
commencing with the year 1944 all em- 
ployees (a) who are members of the 
union, (b) who have been on the pay- 
roll of the manufacturer or a contractor 
of the manufacturer for at least six 
months prior to the commencement of 
the vacation period, and (c) who are 
on such payroll at the commencement 
of the vacation period, shall receive a 
one-week vacation with pay annually. 
The manufacturer shall grant the vaca- 
tion with pay annually (a) to each of 
his employees entitled thereto, and (b) 
to each of the employees of those of his 
contractors who are designated as his 
“exclusive contractors” by agreement 
between the manufacturer and the 
union. 

It is further provided that a Fund 
shall be established under this agree- 
ment for the purpose of providing vaca- 
tion pay to eligible employees of con- 
tractors (other than exclusive contrac- 
tors of the manufacturers, and for pro- 
viding vacation pay for temporary cut- 
ters of the manufacturers. The Fund 
shall be received, held and adminis- 
tered by a committee which shall make 
all necessary and appropriate rules for 
its government. The manufacturer 
shall pay into the Fund a sum equal to 
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2 per cent of the contract prices of all 
garments manufactured for him _ by 
contractors (other than exclusive con- 
tractors), it being understood by the 
parties to the agreement that 2 per cent 
of the contract price is the equivalent of 
2% per cent of the contractors’ direct 
labor cost. Such payment shall be 
made by the manufacturer retroac- 
tively to June 1, 1943, and the current 
payment shall be made weekly on the 
basis of contractors’ bills submitted 
during the preceding week. 

If the manufacturer employs tem- 
porary cutters, he shall pay to the Fund 
promptly upon the layoff of a tem- 
porary cutter, a sum equal to 3 per cent 
of the total wages paid to him during 
the period of his employment. The 
Fund shall maintain an account for 
each temporary cutter and credit such 
account with the payments made with 
respect to his wages. The amounts 
credited to the account of each tem- 
porary cutter for the twelve-month 
period ending June Ist of each year 
shall be paid to such cutter at the com- 
mencement of the next vacation period 
as his vacation pay. No cutter shall 
be paid vacation pay in excess of his 
established weekly wage. Any surplus 
in the Fund arising from the excess in 
the amount credited to the temporary 
cutters over their weekly wages shall 
be distributed in equal parts among 
those temporary cutters whose accounts 
are credited with less than one-half a 
week’s pay. A supplemental agree- 
ment was made effective as of December 
10, 1945, to provide for additional holi- 
day contributions by employers and 
benefit payments to workers. 


The Vacation and Holiday Fund is 
held and administered by a committee 
which consists of representatives of the 
union, representatives of the manufac- 
turers and an impartial chairman. Each 
of the manufacturers pays into the 
Fund weekly a sum equal to four and 
four-tenths per cent of the contract 
price of all garments manufactured for 
him by contractors (other than ex- 
clusive contractors ) on the basis of con- 
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tractors’ bills submitted during the pre- 
ceding week. The sums thus paid into 
the Fund are used during each twelve- 
month period ending June 1 of each 
year to pay or provide for the payment 
of the cost of the Fund; to pay or pro- 
vide for payment of vacation and holi- 
day payments to employees of con- 
tractors (other than exclusive contrac- 
tors); and to pay, after the foregoing 
payments have been made, the surplus, 
if any, among the contributing manu- 
facturers pro-rata in accordance with 
the amounts each manufacturer paid 
into the Fund. Neither the manufac- 
turers nor the union nor any member 
of the union shall have any right, title 
or interest in or to the Fund except the 
right of an eligible member of the union 
to holiday or vacation pay under the 
terms of the agreement and the right 
of a manufacturer to his pro-rata share 
of the surplus, if anv. Eligible work- 

hall be paid for six holidays a year; 
Thanksgiving, Christmas, New Year’s 
Day, Decoration Day, July 4th, and 
Labor Day. 


crs Si 


The employer contributions are col- 
lected by the Fund on bills sent to each 
manufacturer for each contractor on 
the basis of production reports sub- 
mitted weekly by the contractor indi- 
cating the date, name of manufacturer, 
address, number of garments slupped, 
lot number, tvpe of garment. price ] 
garment and amount. The charge 
each contractor is entered in the manu- 
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facturer’s account and credited to the 
contractor’s account. When the manu- 
facturer pays the bill the manufacturer 
is credited and the contractor’s account 
is charged with the cash received which 
is deposited in the bank daily. At 
holiday or vacation time the contractor 
sends in a list of the workers in his 
shop eligible to receive the vacation or 
holiday payment indicating the name 
of the shop, address, signature of the 
contractor and of the union official ap- 
proving the list, the name and Social 
Security Number of each eligible 
worker, and the amount of his holiday 
pay (1/5 of the previous week’s pay 
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exclusive of overtime) and the signa- 
ture of each worker next to the amount 
to be paid. After checking the arith- 
metic and eliminating ineligible names 
included on the original list, a check 
is forwarded by the Fund to the con- 
tractor to be disbursed to the workers 
or to reimburse the contractor for the 
holiday pay. The vacation pay sheet 
provides for: 
1) Name and address of the shop. 
2) Signature of the union representative. 
3) Names and Social Security numbers of 
all eligible workers, employed since 
June Ist. 
4+) Date employment began and date em- 
ployment ended. Where worker was 
employed prior to June Ist, that date is 
entered as date employment began. 
5) The “Week ending” dates of each of 
the four consecutive busiest weeks of 
the season selected by the union repre- 
sentative; for each week selected, the 
amount earned by each piece worker 
for 40 hours, (over-time pay excluded). 
f any worker was not employed in the 
four weeks selected, the four consecu- 
tive business weeks in which he did 
work. 
The average of the four weeks selected 
for each “piece” worker. 


7) The weekly rate of pay for each 
“week” worker. 
8) Amount of vacation pay. The full 


week's pay for workers employed for 
whole vear. “34 Week” pay for work- 
ers employed for 9 months but less than 
1 year. “14 Week” pay for workers 
employed for 6 months but less than 
9 months. 

Total of each group of paymeyts and 
grand total. 


Separate checks are issued by the 
contractor to each employee for the 
one day holiday pay or week vacation 
pay. Neither Social Security Tax nor 
Withholding Tax Deductions are made. 

Each worker must sign his name 
alongside the amount he received on the 
list. The list is returned to the Fund 
after the contractor has paid all eligible 
workers and after each eligible worker 
has signed for the amount received. 

The contractor’s account is then 
credited with the total amount indica- 
ted on the vacation or holiday pay sheet 
and a check is forwarded for that 
amount by the Fund to the contractor. 
Any disputed items involving pay- 
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ments or collections are given special 
handling depending upon the special 
circumstances in each case. 

It must also be determined whether 
payments made under the plan are to 
be treated as taxable wages under the 
Federal and State Unemployment In- 
surance and Social Security Laws or 
for withholding of income taxes. 

Contributions to a trust fund by an 
emplover are not taxable wages for 
federal income tax withholding if paid 
to a pension, stock bonus, profit shar- 
ing, annuity plan, or other plan defer- 
ring the receipt of compensation by the 
employee, including amounts paid or 
contributed by an employer in conjune- 
tion with such a plan in respect to life 
insurance or death benefits, if the con- 
tributions of the employer are of the 
character for which a deduction is al- 
lowed for income tax purposes as an 
ordinary and necessary business ex- 
pense under Section 23(p) of the In- 
ternal Revenue Code. This means that 
contributions paid to a trust fund 
which meets the requirements of Sec- 
tion 165(a) of the Internal Revenue 
Code are not subject to withholding. 
Likewise, contributions to such a plan 
or trust which does not qualify under 
Section 165(a) are not subject to with- 
holding if the contributions are deduc- 
tible under Section 23(p). Since Sec- 
tion 23(p) provides that contributions 
paid to an unqualified plan are deducti- 
ble if the employees may not be de- 
prived of their rights to the payments 
or benefits of the plan, it follows that 
as to such plans no withholding is 
required. 

If an employee would be deprived of 
his right to payments or benefits under 
a plan, it would appear that contribu- 
tions by the emplover would not con- 
stitute wages, and of course would not 
be subject to withholding. 

On the question as to whether the 
manufacturer or the agency which ad- 
ministers the fund and distributes the 
vacation pay is required to deduct the 
withholding tax, Section 1622(a) of 
the Internal Revenue Code provides, in 
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part, that “Every employer making 
payments of wages shall deduct and 
withhold upon such wages a tax * * *”, 

If the contractors (other than ex- 
clusive contractors) of the manufac- 
turer are the employers of the em- 
plovees entitled to receive the benefits 
from the Fund, there is no relationship 
of employer and employee between 
either the manufacturer or the Fund 
and such employees and _ therefore 
amounts paid to the employees by the 
agency administering the Fund do not 
constitute remuneration paid by an em- 
ployer to his employees and withhold- 
ing of income taxes is not applicable 
to such amounts. 

The manufacturer is, however, the 
employer of the temporary cutters and, 
as the employer, is therefore liable for 
withholding, returning and paying the 
tax on the amounts paid into the Fund 
with respect to the wages of such tem- 
porary cutters. The tax attaches to 
such payments at the time they are paid 
into the Fund. 

Amounts representing vacation and 
holiday pay received by members of the 
union from the New York Joint Board 
Vacation and Holiday Fund in accord- 
ance with the supplemental agreement 
of December 10, 1945, do not consti- 
tute “wages” to such individuals within 
the meaning of the Federal Insurance 
Contributions Act and the Federal Un- 
employment Tax Act. 

It is also held that amounts received 
by members of the union from the New 
York Joint Board Vacation and Holi- 
day Fund do not constitute wages for 
services performed by an employee for 
his employer for Federal income tax 
purposes. Such amounts are not. 
therefore, subject to withholding. They 
do, however, constitute other income 
and must be included in the gross in- 
come of the recipients when filing their 
income tax returns for the taxable year 
in which received. 


While the Internal Revenue Depart- 
ment has ruled that distributions from 
the Vacation or Holiday Fund do not 
constitute wages for the purpose of 
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withholding reports, pursuant to Sec- 
tion 1622 of the Internal Revenue Act 
as amended, it has also ruled that In- 
formation Returns on Form 1099 
should be filed only in the case of each 
individual to whom distributions 
amounting to $500 or more during the 
year are paid from the Fund. 

On the basis of another contract be- 
fore it, the New York State Unemploy- 
ment Insurance Appeal Board ruled in 
Case 11,745-45 that a contribution to 
a Vacation Fund set up in such con- 
tract was remuneration. Some con- 
tracts expressly provide that the monies 
contributed by the employers to the 
fund may be distributed by the union 
in accordance with such regulations as 
it may adopt and that neither the em- 
ployer nor the employees have any 
rights in or to the Fund. The union 
under such form of agreement may 
grant vacations based on union senior- 
ity rather than work history. Under 
such circumstances, the monies con- 
tributed by the employer to the fund 
may not be deemed remuneration. 

Even if an employer’s contributions 
to a plan may be denominated as re- 
muneration in regard to his employees, 
contributions on behalf of a _non- 
restricted contractor’s emp'~2<s by a 
jobber are not remuneration. 

The insurance and retirement pay- 
ments are specifically exempted by 
statute from the New York State Un- 
employment Insurance tax, Section 
517(2). 


Summary 


To summarize, the Fund’s functions 
include receiving payroll and produc- 
tion reports from the contractor, de- 
termining both the contractor’s and the 
manufacturer’s liability on those re- 
ports, preparing and recording the pay- 
roll reports, billing, charging and col- 
lecting the employer contributions pay- 
able by the manufacturers for their 
pro-rata share on their contractors’ pay- 
roll liability, and remitting the funds 
with the appropriate reports after mak- 
ing provision for credits, adjustments. 
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Outline of Points to be Considered 
in Stock Redemptions 


By Vincent H. MAtoney, C.P.A. 


Introduction 
7. redemption of corporate stock 
may be treated in a number of dif- 
ferent ways, ranging all the way from 
a completely tax-free exchange to treat- 
ment of the entire amount received as 
a taxable dividend. The various possi- 
pilities are: 

(1) There is a completely tax-free 
exchange under section 112(b) 
(3) if stock is redeemed pur- 
suant to a reorganization in 
exchange solely for stock or se- 
curities of the same corporation 
or another corporation, a party 
to the reorganization. 

(2) If the exchange would qualify 
under (1) except that other 
property or money is receivéd 
in addition to stock or securi- 
ties, no loss will be recognized 
(section 112(e)), but any gain 
will be recognized to the extent 
of the other property or money 
(section 112(c)). 





Vincent H. Maroney, C.P.A., 
is a member of our Society and of 
its Committee on Federal Taxation. 
He is also a member of the New 
York Bar and specializes in federal 
tax practice as a member of a prom- 
inent New York firm of attorneys. 
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of the New York University Annual 
Institute on Federal Taxation since 
its inception, and has also lectured 
before the Practicing Law Institute. 

This article is from a lecture by 
Mr. Maloney before New York 
University’s Fifth Annual Institute 
on Federal Taxation (November, 
1946) and is reprinted by permis- 
sion of New York University and 
Matthew Bender and Company, 
publishers of the Proceedings of the 
Institute. 
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(3) The gain recognized under (2) 
may be taxed either as a capital 
gain (section 112 (c)(1)) oran 
ordinary dividend (section 112 
(c)(2)). 

If a distribution in redemption 

of stock is not made in connec- 

tion with a reorganization or 
complete liquidation, gain or 
loss to the stockholder may be 
treated as capital gain or loss 
under sections 115 and 117, or 
the entire amount distributed 
may be treated as an ordinary 

dividend under section 115(g). 

(5) If the distribution in redemption 
is not made in connection with 
a reorganization but is part of 
a complete liquidation, the gain 
or loss realized is treated as a 
capital gain or loss under section 
115(c). 

(6) The gain or loss in a transaction 
under (5) will not be recognized 
if the stockholder is a corpora- 
tion and the liquidation meets 
the requirements of section 112 


(b) (6). 


(4 


The controlling factors which will 
produce a particular result in a given 
case are to be found in the nature of 
the transaction, the circumstances of 
the corporation and the effect of the 
redemption on the stockholder’s interest 
therein. 

The transactions referred to in (5) 
and (6) above, are not considered 
herein. 


Tax-free Exchanges 

The simplest form of a tax-free ex- 
change of stock is described in section 
112(b)(2). This is an exchange of 
common stock in a corporation solely 
for common stock in the same corpora- 
tion, or preferred stock solely for pre- 
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ferred stock in the same corporation. 
The statute imposes no requirement 
that the exchange qualify as a reor- 
ganization although these transactions 
would seem to have the technical status 
of recapitalizations which are included 
in the definition of a reorganization.! 
Exchanges made pursuant to a re- 
organization are described in section 
112(b)(3). The stock or securities 
exchanged must be those of a party 
to the reorganization, the exchange 
must be made pursuant to the plan of 
reorganization and the stock or securi- 


ties received must be those of the same 


corporation or another corporation 
which is also a party to the reorganiza- 
tion. The consequences of the receipt 
of money or other property in addition 
to stock or securities will be considered 
at a later point in this discussion.2. The 
reorganization may be in the form of 
a recapitalization or liquidation of the 
corporation. A liquidation occurs, for 
example, where X Corporation trans- 
fers its assets to Y Corporation in 
exchange for stock of Y Corporation 
and X Corporation is then liquidated, 
distributing the Y Corporation stock. 
The stockholders of X Corporation 
exchange their stock for stock of Y 
Corporation, A recapitalization may 
take any one of a number of forms in 
which there is a rearrangement of the 
capital structure within the framework 
of an existing corpor: ition. A common 
example is the exchange of old pre- 
ferred stock on which unpaid dividends 
have accumulated for new preferred 
stock and other stock or a security of 
the corporation. The basic aise yee 
in either case must comply with all « 

the requirements for a reorganization, 
those expressly set forth by the defini- 
tion in section 112(¢)(1) and those 
considered by the courts to be a part 
of the definition by implication. The 
“business purpose” and “continuity of 


1 Section 112(¢)(1)(E) 


. s 1 . f 1. 
interest” tests are examples of the latter 


category.? 


An “Exchange’’ May Be Held to be 
a Dividend in Substance 


The peril involved in a recapitaliza- 
tion which does not meet the test of 
a reorganization is illustrated in the 
recent case of Basley v. Commissioner.4 
The corporation had only common 
stock outstanding and a_ substantial 
earned surplus. The recapitalization 
was effected by having the stockholders 
exchange their common stock for com- 
mon stock and debentures at the rate 
of one share of old common for five 
shares of new common and $400 prin- 
cipal amount of debentures. Although 
this transaction was a literal reorgani- 
zation because it was a recapitalization, 
the Tax Court and the Third Circuit 
decided that it did not qualify as such 
under section 112 because “there was 
no legitimate purpose of the corporate 
business of J. Robert Bazley, Inc., in 
the issuance and distribution to the 
stockholders of $400,000 in debenture 
bonds.” However, having found that 
there was no tax-free exchange, the 
court did not treat the transaction as 
a taxable exchange which produced 
capital gain to the stockholders. In- 
stead, the issuance of bonds was treated 
as the distribution of a taxable dividend 
under section 115(g). This section, 
which will be considered in more detail 
later, is applicable if a corporation can- 
cels or redeems its stock in such man- 
ner as to make the redemption essen- 
tially equivalent to the distribution of 
a dividend. At first glance it seems 
incongruous to treat the exchange of 
one old common share for five new 
shares as a cancellation or redemption 
of stock. However, the court pointed 
out that the net effect of the transaction 
was to distribute to the stockholders in 


? Although sections 112(b) (2) and 112(b)(3) specify that the exchange must be made 


solely for stock or securities, the receipt of 
See 
155 


as 
5/0 


other property or money in addition does not 
disqui ulify the transaction. See sections 112(c) and (e). 

3 See Gre gory Vv. Helvering, 293 U.S. 465 (1935): LeTulle 
F.(2d) 237 (C.C.A. 3rd, 1946) cert. granted October 14, 1946. 


v. Scofield, 308 U.S. 415 (1940). 
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Outline of Points to be Considered in Stock Redemptions 


the form of bonds a substantial segment 
of the previous earnings of the corpora- 
tion without otherwise disturbing their 
interests as its stockhoiders. 

The Third Circuit again reached the 
same result in Adams v. Commissioner. 
Here, the recapitalization was accom- 
plished by exchanging one share of no 
par common and a $50 debenture bond 
for each share of old common of $100 
par value. There had been no other 
class of stock outstanding. The sur- 
plus account was not affected by the 
recapitalization since the capital stock 
account was reduced by an amount 
equal to the face amount of the deben- 
tures issued. The court held, for rea- 
sons similar to those advanced in the 
Bazley case, that there was no legiti- 
mate reorganization and that the issu- 
ance of debentures represented the 
distribution of a taxable dividend to 
the extent of the corporation’s accumu- 
lated earnings and profits since Febru- 
ary 28, 1913. 

There was a dissenting opinion in 
both the Basley and Adams cases by 
two of the Circuit Judges on the propo- 
sition that in order for a corporate 
reorganization to be tax-free, it must 
be one conducted for a “corporate busi- 
ness purpose” as distinguished from 
serving a proper business interest of 
the stockholders. Since certiorari has 
been granted in both cases by the Su- 
preme Court, this proposition may be 
reexamined together with the proposi- 
tion that since the exchange was not 
tax-iree, the issuance of bonds repre- 
sented the distribution of a dividend. 


Partially Tax-Free Exchanges 

If an exchange would be wholly tax- 
free under section 112(b)(2) or 112 
(b)(3) except that the stockholder re- 
ceives not only stock or securities but 
also other property or money on the 
exchange, gain will be recognized but 


5155 F.(2d) 246 (C.C.A. 3rd, 1946) cert. 


6 Section 112(c) (1). 


7 Section 112(e). 
8 Section 112(c) (2) 


in an amount not in excess of the sum 
of the money and the fair market value 
of the other property.° However, if 
the stockholder has a loss on the ex- 
change, the loss is not recognized.’ If 
there is a gain, and the distribution of 
money or other property has the effect 
of the distribution of a taxable divi- 
dend, then the recognized gain will be 
taxed as a dividend to the extent of 
each stockholder’s ratable share of the 
undistributed earnings and profits of 
the corporation accumulated after Feb- 
ruary 28, 1913.8 Thus, in a particular 
transaction some stockholders might 
sustain a loss which will not be recog- 
nized while others may realize a gain 
which is taxable as a dividend. 

The stockholders may receive other 
property or money (commonly referred 
to as “boot”) in addition to stock or 
securities where the reorganization is 
in the form of a liquidation or a re- 
capitalization. Many recapitalizations 
have been carried out in order to elimi- 
nate arrearages of cumulative dividends 
on preferred stock. This is sometimes 
dene by an exchange of the old pre- 
ferred, together with the right to ac- 
cumulated dividends, for some com- 
bination of common, new preferred, 
debentures and cash. Where the reor- 
ganization takes the form of a liquida- 
tion of the old corporation whose 
property has been transferred to a new 
corporation, the boot may represent 
assets held back on the transfer or it 
may represent consideration paid for 
the property by the transferee in addi- 
tion to its stock or securities.? 

Gain Taxable as a Dividend 

There may be only one situation in 
which the boot received will be treated 
as capital gain rather than a taxable 
dividend, i.e., the case where the cor- 
poration has no earnings and _ profits 
which can be the source of a dividend. 


eranted October 14, 1946. 


It should be noted that such additional consideration would disqualify certain types of 
transactions as reorganizations since section 112(g)(1)(C) requires an acquisition of sub- 
stantially all the properties solely for voting stock of the transferee. 
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This is the broad scope of section 
112(c)(2) which is indicated by the 
Supreme Court in Commissioner v. 
Estate of Edward T. Bedford.!° How- 
ever, as will be noted later, this propo- 
sition may be subject to some limita- 
tions. The Bedford case involved the 


recapitalization of Abercrombie & Fitch 


Company. Preferred stock of $100 par 
value was exchanged for new preferred 
stock of $75 par value, common stock 
of $1 par value and cash. It was found 
by the Tax Court that the company had 
earnings and profits accumulated since 
February 28, 1913 in excess of the cash 
distributed and that the taxpayer real- 
ized a gain in excess of the cash re- 
ceived. Accordingly, the cash was held 
by the Tax Court to represent a taxable 
dividend. The Supreme Court upheld 
this reasoning, although conceding that 
the proper interpretation of the phrase 
in section 112(c)(2) “has the effect of 
a distribution of a taxable dividend” is 
not wholly free from doubt. However, 
the Court stated that its doubts were 
not strong enough to “displace the in- 
formed views of the Tax Court.” It 
also indicated that since the question 
really turned on the particular circum- 
stances of the case, it felt bound by the 
Dobson"! rule to sustain the Tax Court. 
The Tax Court has subsequently ap- 
plied the reasoning of the Bedford case 
in a case where assets except certain 
cash and marketable securities were 
transferred to another corporation for 
its stock and the transferor was then 
liquidated, transferring stock of the 
transferee, the retained cash and mar- 
ketable securities to its stockholders.!” 


The Source of Dividends under 
section 112(c) (2) 
The Supreme Court pointed out in 
the Bedford case that a distribution of 


would normally be considered a taxable 
dividend under section 115(a) and 
since section 115(a) defines “dividend” 
for the purposes of section 112, the 
definition “is infused into section 
112(c)(2)”. However, section 115(a) 
defines a dividend as a distribution 
made (1) out of earnings or profits ac- 
cumulated after February 28, 1913, or 
(2) out of the earnings or profits of the 
taxable year, without regard to the 
amount of the earnings and profits at 
the time the distribution was made. 
Section 112(c)(2) provides that an 
amount shall be treated as a dividend 
which is not in excess of the stock- 
holder’s ratable share of the undistrib- 
uted earnings and profits of the corpo- 
ration accumulated after February 28, 
1913.13 Under section 115(a) a dis- 
tribution is treated as a taxable divi- 
dend if the corporation had sufficient 
earnings of the current year even 
though by reason of a deficit at the be- 
ginning of the year there were no ac- 
cumulated earnings or profits at the 
time of the distribution. If cash were 
distributed in connection with a reca- 
pitalization under the same circum- 
stances, it would not be taxable as a 
dividend under a literal interpretation 
of section 112(c)(2). It is doubtful 
whether the statement by the Supreme 
Court that the definition of section 
115(a) is infused into section 
112(c)(2) was intended to mean that 
any distribution which would be a divi- 
dend under section 115(a) would like- 
wise be treated as a dividend under 
section 112(c)(2) since this particular 
question was not under consideration. 
It must be admitted, however, that 
there is no basis in logic for such a 
difference in result and this may be the 
occasion for a broad interpretation of 
section 112(c)(2) on the point if this 
problem is ever submitted to the Court. 


cash “out of earnings and _ profits” 
325 U.S. 283 (1945). 
Dobson v. Commissioner, 320 U.S. 489 (1943). 


state of John B. Lewis, 6 T.C. 455 (Appeal by taxpayer to First Circuit filed 


are 


/ 
June 12, 1946). 


13 Section 115(g) contains a similar provision that the amount treated as a dividend 
shall be the amount distributed from earnings or profits accumulated after February 28, 1913. 
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Outline of Points to be Considered in Stock Redemptions 


Comparison of section 112(c) (2) 

and section 115(g) 

There is a difference in the termin- 
ology used in section 112(c)(2) de- 
scribing a distribution which “has the 
effect of the distribution of a taxable 
dividend” and that used in section 
115(g) which speaks of a distribution 
“essentially equivalent to the distribu- 
tion of a taxable dividend”. In Kirsch- 
enbaum v. Commissioner’? the Court 
stated that the same question is pre- 
sented under either section and this is 
undoubtedly true. However, there 
could be a vast difference in the result 
obtained under one section as opposed 
to the other. 

If a transaction is an exchange, the 
amount treated as a dividend under sec- 
tion 112(c) (2) is an amount not in ex- 
cess of the gain realized although the 
cash received may be a greater amount 
and may all represent a distribution 
out of the corporation’s undistributed 
earnings. Moreover, if the stockholder 
sustained a loss on an “exchange”, the 
cash received would not be taxed. Un- 
der section 115(g), the entire amount 
received may be treated as a dividend.!5 
Since there may be such a difference 
in result under the two sections, there 
should be a clear line of demarcation 
between them; but it is doubtful 
whether such a line can be drawn. 
Section 115(g) applies to a cancellation 
or redemption of stock and _ section 
112(c)(2) applies to exchanges. 
However, an exchange under section 
112(b) (3) usually involves the cancel- 
lation or redemption of the stock ex- 
changed. Accordingly, the same trans- 
action may come within the terms of 
both sections. 

The Adams and Bazley cases, which 
were previously discussed herein, are 
examples of transactions which appear 
to be exchanges but were held to be 


14155 F.(2d) 24 (C.C.A. 2nd, 1946). 
15 Presumably, 


distributions in cancellation or redemp- 
tion of stock. These were transactions 
in the form of recapitalizations. Could 
the same result be reached if the ex- 
change were made in connection with 
a liquidation? The Third Circuit 
hinted as much in a footnote to the 
Basley decision. It would seem strange 
if a different result could be obtained 
in a situation such as the Bagley case 
merely because the assets were trans- 
ferred to a new corporation and the 
stockholders of the old corporation ex- 
changed their stock for stock and de- 
bentures of the new corporation. If 
this transaction were treated as an ex- 
change, in connection with a reorgani- 
zation, no gain would be recognized 
under section 112(b) (3) on the ground 
that the debentures represented securi- 
ties. However, since the stock of the 
old corporation was redeemed, section 
115(g) might be applied and an amount 
equal to the value of the debentures 
would be treated as a taxable divi- 
dend.!© This result could be justified 
under the Adams and Baszley cases on 
the ground that there is no difference 
in substance between recapitalizing an 
existing corporation and organizing a 
new corporation with the same stock- 
holders to take over the business. 


Distributions which are not subject 
to section 112(c)(2) or section 
115(g) 


It has already been noted that a 
distribution under section 112(c) (2) 
or section 115(g) can only be treated 
as a dividend to the extent of the cor- 
poration’s earnings and profits. There 
is a question under both sections 
whether a distribution out of earnings 
of the current year will be considered 
to represent a dividend if the corpora- 
tion has no accumulated earnings and 
profits. The absence of any book sur- 


plus may not be material, however, be- 


if the redemption of stock is treated as a dividend under section 115(g), 


its tax basis is added to the basis of the other shares retained by the stockholder, although 
there 1s no specific statutory provision to cover this situation. 
16 Assuming that the “dividend” did not exceed the undistributed earnings and profits 


f the old corporation. 
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tax-iree 





cause 
have reduced the 
without affecting the 
profits for 
A redemption cannot be treated 
a dividend ib the stockholder con- 
lave an interest in the enter- 
result on a 


tax purposes. 


tinues to | 
prise. This may be the 
~~ te — of the corporation, 
1 liquidation in which the assets 
are fe Sete to the stockholders as 
compared with a reorganization in 
which the liquidation merely has the 
effect on the stockholders of substitut- 
ing for stock of the old corporation the 
stock of a new corporation which has 
taken over the business of the old. The 
termination of the stockholder’s interest 
may also be accomplished by redemp- 
tion of all his stock in a partial liqui- 
lation where the corporation continues 
in existence. |’ 

The ‘enced? 
holder may be terminated by a re- 
capitalization, as for example, where 
preferred stoc or is exchanged for deben- 
Assuming that gain 

taxed only to the extent 
the cash received, will such gain be 
taxed as a capital gain or an ordinary 
dividend? If the preferred stock had 
been held by persons who also owned 
the corporation’s common stock, it is 
probable that the dividend treatment 
applied. The regulations 
115(g) exempt only 
cases where the shareholder “ceases to 
be interested in the affairs of the cor- 
poration” after the redemption.!® — If 
their interest continues as common 
stockholders. this requirement would 
not be met. In the absence of a con- 
tinuing equity interest, however, there 
would be no justification for the divi- 
dend treatment.!” 


3 interest as a stock- 


+ - , .* 1, 
tures and Casil. 
1 “174 


realized Wil De 


would be 


under section 


7 See Regs. CUE: aia 29.115-9 
18 Secti on iar 

19 anomalies A 
from felt °F m9 et as a recapitalization under 
has not been 


21 See Stem v. U.S., 62 Fed. Supp. 568 (¢ 
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Distributions which are subject to 
section 112(c) (2) or section 115(g) 


The remaining problem to consider 
is the circumstances which make a dis 
tribution under section 112(c) (2) have 
the effect of the distribution of a tax- 
able dividend or a a under 
section 115 (g) be essentially equiva- 
lent to such a distribution.  ¢ ees 
the fact that no dividend was declared 
by the corporate directors 1s not mate- 
rial since ne statute deals with distri- 
butions which are not made in the form 
of dividends. It is less obvious, but 
equally true, that a distribution may be 
treated as a dividend if the corporation 
had sufficient accumulated earnings and 
profits in the tax sense even though it 
had a book deficit and was prohibited 
under applicable State law from paying 
an ordinary dividend.- 

The fact that a distribution is not 
pro rata among all stockholders who 
would he entitled to share in a dividend 
is not a protection against the applica- 
tion of these provisions. However, it 
seems probable that if there is a sub- 
stantial disproportion which is not in 
favor of majority stockholders, the 
transaction will lack the essential char- 
acteristics of a dividend. For example. 
if an entire issue of preferred stock 1s 
redeemed, the fact that some common 
stockholders also owned preferred stock 
would not of itself make the transaction 
resemble a dividend. However, if the 
preferred stock was originally acquired 
hy common stockholders in proportion 
to their holdings of common, and at 
the time of redemption only a small 
the preferred was owned by out- 
siders, it has been held that the re- 
demption may be treated as a dividend 
to the common stockholders who own 
preferred even though it is not so 
treated as to the outsiders.7! 


part ol 


test is not applicable to prevent this exchange 


section 112(¢)(1)(E) However, this point 


passed on by the Supreme Court. 
)See Commissioner v. Estate of Edward T. 


Bedford, supra. 


t.C1.1945). 
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Outline of Points to be Considered in Stock Redemptions 


Prior to the decision of the Supreme 
Court in the Bedford case, the courts 
refused to apply section 115(g) in some 
cases on the ground that the redemption 
was a legitimate business transaction 
and not a scheme to avoid the tax effect 
of a dividend by means of a stock re- 
demption.?? However, in the Airsch- 
enbaum case, Justice Learned Hand 
concluded that in the Bedford case 
decision, the Supreme Court in effect 
overruled these decisions. Apparently, 
therefore, if the corporation has ac- 
cumulated earnings and profits, any 
distribution in reduction of its capital 
is a distribution of such earnings and 
profits and may represent a dividend 
regardless of the circumstances.?3 

The Bedford case may also have 
overruled the proposition that section 
115(g) cannot be applied to a stock- 
holder who purchased the redeemed 
stock at a price which reflected the 
accumulated earnings of the corpora- 
If the stockholder’s interest is 
not eliminated by the redemption, the 
cost to the stockholder of the stock re- 
deemed may be no more material in 
connection with a distribution under 
section 115(g) than it is under section 
115(a). This would seem to be the 
correct result in any situation where 
the effect on the stockholders would be 
the same whether the distribution is 
made in reduction of the corporation’s 
capital or as an ordinary dividend. 


tion.*7 


Section 115(g) may be applied even 
though the stock is not retired 
The Tax Court holds the view that 

stock has been cancelled or redeemed 

for the purposes of section 115(g) even 
though it is held by the corporation as 
treasury stock. In the Airschenbauim 
case, two individuals held all of the out- 
standing stock of a corporation, each 


22 See decisions noted in Airschenbaum v. Commissioner, 


In 1941 each sold 
one-third of his holdings to the cor- 
poration which held the stock as treas- 
ury stock subject to resale. The Tax 
Court held that although this transac- 
tion was carried out in the form of a 
sale, it was in reality a redemption 
which came within the terms of section 
115(g).°5 The basis for this holding 
was that cancellation of the shares 
would have been a mere formality since, 
except for taxes, it would have made no 
difference to the sole stockholders if 
the shares had remained outstanding 
and they had received a dividend. The 
Second Circuit affirmed this decision 
even though it had previously held in 
another case*® that treasury shares were 
neither cancelled nor redeemed.?” How- 
ever, the court pointedly based its af- 
firmance on the Dobson rule and stated 
that if this question should arise in a 
district court, it considered that its prior 
decision in the /pers case would have 
the same authority as any other Circuit 
Court ruling. This attitude may or 
may not produce a result different from 
the Kirschenbaum case if the issue with 
regard to treasury stock is submitted to 
a tribunal other than the Tax Court, 
since the Second Circuit also pointed 
out that the status of treasury shares 
has never been made completely clear, 
even for purposes apart from taxation. 
Accordingly, their proper treatment 
under the Internal Revenue Code is not 
wholly free from doubt and this un- 
certainty may be a reason why the Tax 
Court’s view will prevail. 


holding 500 shares. 


Conclusion 

It is significant in connection with 
stock redemptions that the propriety of 
treating all or a part of the distribution 


as a dividend may be resolved on the 


supra. 


23 However, see the discussion, supra, of distributions which are not subject to section 


113(¢) 


4 See Commissioner v. Cordingley, 78 Fed. (2d) 118, (C.C.A. Ist, 1935) 


&8 Fed. (24) 907, (C.C.A. 7th, 1937). 
25 T.C. Memo, March 27 


* Parker vy. U.S., 


1945, C.C.H. Dec. 14,472(M). 


26 Alpers v. Commissioner, 126 F. (2d) 58 (C.C.A. 2nd, 1942). 


27 Kirschenbaum v. Commissioner, supra. 
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facts of the particular transaction. For 
this reason, the attitude of the Tax 
Court in the Bedford case was crystal- 
lized by the Supreme Court under the 
Dobson principle. Similarly, the Tax 
Court’s decisions in the Bazley and 
Adams cases were not considered 
proper subjects for review by the Third 
Circuit, although the majority opinion 
of that Court nevertheless proceeded 


to review and approve the Tax Court's 
conclusion. If the Tax Court’s deci- 
sions in these cases and the Kirschen- 
baum case seem unduly harsh to tax- 
payers, there may be some comfort to 
the tax practitioner considering a pros- 
pective transaction in the degree of cer- 
tainty and finality as to result which is 
now evident in most transactions in- 
volving stock redemptions. 
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Sale of a Business as a “Going Concern’’ 


By Curt GRUNEBERG 


MM” than thirty years elapsed after 
the introduction of Federal in- 
come taxation before a court squarely 
faced the problem of whether an indi- 
vidually owned enterprise, considered 
as a whole, is a capital asset and 
whether, therefore, the sale of such an 
enterprise would result in a capital gain 
or loss. Or, to express the problem in 
the words of the Circuit Court,! 
“whether upon the sale of a going busi- 
ness it is to be comminuted into frag- 
ments, and these are to be separately 
matched against the definition in Sec- 
tion 117 (a)(1) or whether the whole 
business is to he treated as if it were a 
single piece of property”. The District 
Court which decided the [Villiams case 
in the lower court held? that a business 
as a going concern consists of capital 
assets and non-capital assets. “But 
these facts do not militate against a 
holding that the sale of the entire assets 
as one sale was a sale of ‘capital as- 
sets’. . However, the Circuit Court 





Curt GRUNEBERG, the author of 
this article, has practiced abroad for 
more than 12 years as attorney and 
tax consultant. He holds the degree 
of Juris Doctor from the University 
of Erlangen. He came to this coun- 
try in 1938 and studied accountancy 
at Columbia University, which 
awarded him the M.S. degree. Since 
then he has been active as tax con- 
sultant in New York City. 

Mr. Gruneberg has written two 
books and many articles dealing 
with accounting and tax problems, 
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reversed this result in an opinion which 
has become rather famous. The Cir- 
cuit Court stated that the old Roman 
concept of ‘wniversitas facti’—a plural- 
ity of corporeal things of the same kind 
which are regarded as a whole, e.g., a 
herd of cattle, a stock of goods*—has 
not been taken over by our law. There- 
fore, said the Court, the sale of an en- 
terprise must be split into the sale of 
the component parts as, for example, 
the sale of accounts receivable, furni- 
ture and fixtures, merchandise inven- 
tory, etc. The Court indicated that it 
felt somewhat troubled by the fact that 
a partnership interest, an entity similar 
to a ‘universitas facti’, for some time 
has been looked upon as a capital asset. 
sut the Court disposed of this argu- 
ment by pointing to the Uniform Part- 
nership Act under the influence of 
which the interest of a partner is 
treated as indivisible “and for this 
reason a ‘capital asset’”. The Court 
warns us “to be chary about extending 
further so exotic a jural concept”. 
Finally, the Court refers to the inten- 
tion of Congress: “Congress plainly 
did mean to comminute the elements 
of a business; plainly it did not regard. 
the whole as ‘capital assets’ ’’.5 

The principles established in the 
Williams case have great practical im- 
portance and exert a strong influence, 
by reason of the standing enjoyed by 
the Circuit Court which decided the 
case. However, in the opinion of this 
writer these principles are 


1) contradictory to the basic eco- 
nomic principles involved in the 
operation of a business as a going 
concern ; 

2) violative of the tax concept of 
good will: 


1 Williams v. McGowan, C.C.A.-2, 1945, 152 F. (2d) 570. 
2 District Court, W. D. New York, 1944, 58 F. Supp. 692. 


3 See footnote 1. 


4 Bouvier’s Law Dictionary, 1934, ‘universitas facti’. 
5 The Solicitor General decided not to file a petition for certiorari in this case. 
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discriminatory against an indi- 
vidual proprietor as compared 
vith co-owners of enterprises 


organized under a different legal 


form — (partnership, 
tion) ; and 


corpora- 


+) unsupported by other cases. 

1) The “exotic” concept and the 
economic entity of an enter- 
prise 

The Cireuit Court held in the [Vil- 


case that an enterprise as a whole 


should not be looked at as a separate 
taxable entity and that the Roman con- 
cept of “universitas facti”, character- 
ized as “exotic’, should not be ex- 
tended. It is true that Roman legal 
i.e., Introduced 
from a foreign country’.® Yet, after 
so many legal concepts have been taken 
ver from the Roman law into the 
mmon law, it difficult to under- 
stand why we ceils refuse to ex- 
imine the ap plicability of the “univer- 
because 


sittas fact col cept only 
lis concept is “exotic”. In his dis- 


concepts are “exotic” 


nting opinon, filed with the Circuit 
Court decision in the HVilliams case, 
Judge Frank does not see anything 
strange in treating the sale of the entire 
To carve up this 


transaction into distinct sales—of cash, 


business as a unit. 


-eceivables, fixtures, trucks, merchan 
dise, and good will—is to do violence 
to ie realties” Besides, the courts 
have held again and again that the 
Federal income tax law should not be 
governed by legal niceties but by eco- 
nomic principles’. From an economic 
point of view a business as a going 
concern is a clearly defined entity. This 
may be seen from the fact that an indi- 
vidual carrying on a_ business may 
exclusively use a name, style or firm 


1 


for this business entity and, if he is 


s Webster’ s New International Dictionary, 
7 Commissioner of Internal Revenue v. Ellsworth Buck, C.C.A.-2, 1941, 120 F. (2d) 775. 
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carrying on more than one busines 
he may use a name for each of these 
business entities. Further, in last wills 
and testaments phraseology is often 
used to indicate that a business is to be 
left to certain persons, thus indicating 
the wish of the testator that a part 
of his estate, namely the entity callec 
business” is to be left to the per- 
sons named in the will. Moreover, 
such a business, as an entity, may be 
subject to State taxes as, for ‘instance, 
the New York State Unincorporat 
susiness Tax, ete. 
In addition, the dismemberment 
a going business into its parts changes 
the basic idea of the intended sale and 
he value of the sold property. It 1s 
commonly acknowledged that a_busi- 
ness as going concern is to be valued 


+ 
t 


differently from the aggregate value of 
its component parts. T 

value arising from having an estab- 
lished business, called going value or 
going concern. ‘Going concern’ ” 
savs the U. S. Supreme Court’, “we 
inderstand to be an expression of the 
added value of the plant as a whole 
over the sum of the value of its com- 
ponent parts, which is attached to tt 
because it is in active and successful 
operation and earning a return”. In 
other words, “going value” is “an ele- 
ment of value over and above the re- 
placement cost of the plant’. Every 
businessman knows the difference be- 
tween the value of a business which 


1c « ain 
he re 1S a special 


is carried on as a going concern and 
the aggregate value of its individual 
tangible and intangible assets. The 
business may be compared to a living 
economic unit and the assets to its dead 
parts. It has been repeatedly held that 
a “going concern” is a live plant dis- 
tinguished from a dead one!®. For 
these reasons, the living economic unit 


Second Edition. 
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Knoxville v. Water Co., 212 U. S. 9, 1909. 


By 
City of Cincinnati v. Public Utilities 
1925, 113 Ohio St. 259, 295 


ack Law Dict olla 1933, “going value” 
Commission of Ohio, Supreme Court of Ohio, 
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Sale of a Business as a ‘Going Concern” 


of “going concern” should be treated 
as a unit, whether we like the “exotic” 
concept of “‘universitas facti” or not. 


2) The tax concept of good will and 
the separate treatment of the 
business assets 

The opinion in the [Willams case 
shows that the tangible and intangible 
assets should be treated as separately 
sold and that provision should be made 
for good will, also. The separate treat- 
ment of all assets and their matching 
against the definition of capital assets in 

Section 117 (a)(1) I.R.C. would ap- 

pear to be founded on the assumption 

that every asset might conceivably have 
been sold apart from the other assets. 

Otherwise the separate treatment would 

be inconsistent and not permissible, as 

may be seen from the Court’s argument 
about the treatment of the indivisible 
partnership interest. In fact, all the 
assets, with the exception of one asset, 
could be sold and transferred indi- 
‘idually. But this exception, in the 
opinion of this writer, clearly demon- 
strates the impossibility of treating the 
assets separately. The asset which can 
not be sold or transferred individually 
and separately from the other assets is 
good will. ‘Good will cannot be carved 
out of a business and sold independently 
of the going concern; for its tangibility 
and its value exist only to the extent 
that such tangibility and such value are 
connected with a going concern.”!! 
Therefore, the concept of good will is 
inextricably interwoven with the busi- 
ness as a going concern. As soon as 
the going concern is dismembered by 
dividing the unit into its parts, there 1s 
no more any good will. For that rea- 
son, comminuting a going business into 
fragments would destroy good will if 
any previously existed. In short, since 
good will cannot be separated from the 

business as such, the treatment of a 

sale of an entire business under the 

principles of the [Villiams case seems 
to violate the tax concept of good will. 





3) Discrimination against an indi- 
vidual business owner as com- 
pared with co-owners of enter- 
prises 


The interest of a co-owner in a busi- 
ness—whether carried on as a partner- 
ship or as a corporation—is a capital 
asset (partnership interest, stock in a 
corporation). Yet, it is difficult to un- 
derstand why a partner in a partner- 
ship whose interest in the enterprise is 
treated as capital asset and whose gain 
from the sale of this interest has the 
tax benefits of the capital gain pro- 
visions, completely changes the taxable 
nature of his interest in the same enter- 
prise as soon as he has bought out his 
partner. There is no justification in 
our economic system for imposing 
higher taxes on an individual owner 
than on a co-owner in case both of them 
sell their interests in their respective 
enterprises. 


4) The principles of the Williams 
case are not supported by 
other cases 

Since the I!iliams case, the courts 
have been confronted with similar 
problems in only a few cases; but none 
of these decisions serves to support the 
Hilliams case principles. 

a) In Graham Mill & Elevator 
Company v. Thomas,'* the taxpayer, a 
manufacturer of feed stuff, sold part of 
its products through four branch estab- 
lishments. Later on, the taxpaver de- 
cided to close out these branch estab- 
lishments and sold them, each one to a 
different buyver-corporation which had 
no connection with the taxpayer, there- 
by selling the goods on hand at the 
establishments at inventory price and 
the notes and accounts receivable at an 
appraised value below face value. The 
Circuit Court treated the loss from the 
sale of notes and accounts receivable 
not as a business loss but as a capital 
loss. The fact that the taxpayer con- 
tinued its business and sold only a lim- 


11 Dodge Bros., Inc. v. United States, C.C.A.-4, 1941, 118 F. (2d) 95. 
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12C.C.A.-5, 1945, 152 F. (2d) 564. 
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ited part of its assets clearly distin- 
guishes this case from a sale of the 
entire business. 


b) The case of James A. Green Vv. 
Marion Allen}? refers to the sale of a 


business as a whole, namely to the sale 
of an advertising agency. gut the 
Court, intentionally, did not examine 


the problem which is the basis of the 
Williams case. “The way this case ap- 
pears to the Court it is unnecessary to 
determine the very interesting question 
of whether the sale in its entirety was 
of capital assets or not.” The Court 
rested its decision not on legal concepts 
but on the taxpayer’s burden of proof 
and on the absence of satisfactory evi- 
dence. 


c) The decision in the case of Con- 
stantine H. Kalvaris'* relates to the 
sale of a business as a going concern, 
namely to the sale of an enterprise 
consisting of a cafe and restaurant and 
a liquor business. However, the dis- 
cussion centered around the beer and 
liquor licenses, their transferability, 
their fair market value, the existence of 


13 U, S. District Court, Middle District of 
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such 


a custom and practice to renew 
licenses, etc. “The position of the peti- 
tioner is, generally, that (a) the whole 
profit was realized on the sale of his 
liquor and beer licenses and (b) that 
these licenses constituted capital as- 
sets.” The Tax Court neither mentions 
the authority of the Walliams case nor 
the problem of breaking up the sale of 
a business in its parts or treating the 
business as an entity. Rather, the Tax 
Court based its opinion—similar to the 
decision in the Green case—on the 
burden of proof and the failure of the 
taxpayer “to establish error in the re- 
spondent’s determination”’. 

To sum up, there are neither prece- 
dents nor cases decided after the H/il- 
liams case, known to this writer, which 
support the Circuit Court’s view on the 
sale of a business as a whole. On the 
contrary, all the arguments stated 
above lead to the conclusion that a sale 
of an enterprise as a going concern 
should be treated as a sale of an entity 
and that the sale of the business should 
therefore be considered as the sale of a 
capital asset. 


Georgia, July 26, 1946. 


14 T, C. Memo, Docket No. 4209, January 16, 1946. 
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Tax Accounting for Laundry 


and Linen Supply Companies 


By Mitton C. CHartes, C.P.A. 


EFORE beginning this paper, I would 

like to point out that it has not 
been prepared with the idea of endeav- 
oring to teach anyone the laundry and 
linen supply business, but rather with 
the idea of explaining its usual tax 
problems to those who are acquainted 
with the basic fundamentals and opera- 
tions of the business. These problems 
are covered in this brief summary of 
trade tax practices. 

When I refer to the problems of the 
laundry business, I am not taking into 
consideration the small neighborhood 
family hand laundry, but rather that 
of the large size laundry that has its 
own plant where not only does it do its 
own washing but also its own launder- 
ing. This type of company caters not 
only to the family trade but also to 
large institutions that own their own 
linens. 

It not only does the complete job of 
washing and laundering, but in many 
cases may do washing only for smaller 
organizations which may not have the 
washing facilities but do have the facili- 
ties for laundering. 

It performs a service by washing and 
laundering its customers’ linens, charg- 
ing for same at a fixed price per unit. 
Where washing only is done, the charge 
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for this service is usually based upon 
the weight. 

The first classification which we find 
on the balance sheet is 


Current Assets 


In considering the current assets of 
this type of business, I believe that the 
only item that warrants discussion is 
the inventory. However, before con- 
sidering this item, I wish to point out 
that the Regulations provide two tests 
to which each inventory must conform. 


(1) It must conform as nearly as 
may be to the best accounting 
practice in the trade or business, 
and 

It must clearly reflect the in- 
come. 


bo 
No 


It follows, therefore, that inventory 
rules cannot be uniform but must give 
effect to trade customs which come 
within the scope of the best accounting 
practice in the particular trade or busi- 
ness. In order to clearly reflect in- 
come, the inventory practice of a tax- 
payer should be consistent from year 
to year, and greater weight is to be 
given to consistency than to any par- 
ticular method of inventorying or basis 
of valuation so long as the basis used 
is substantially in accord with these 
regulations. 

An inventory that can be used under 
the best accounting practice in a bal- 
ance sheet showing the financial posi- 
tion of the taxpayer can, as a general 
rule, be regarded as clearly reflecting 
his income. 

The inventory of the laundry consists 
mostly of washing supplies and is han- 
dled the same as any inventory of sup- 
plies. Outside of the linens that are 
used as padding on the rollers it owns 
no linens of its own. Since the padding 
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has a short life, it is usually written off 
as an expense as soon as purchased. 
However, where a supply of such linens 
is on hand at the end of the period and 
has not been placed on the rollers, it 
should be inventoried the same as sup- 
plies. 

However, when we consider the in- 
ventory of a linen supply company, we 
have a somewhat different problem. 

\side from the usual inventory of 
washing supplies, the most important 
part of the inventory is the company’s 
supply of linens. These linens usually 
consist of a great many items such as 
uniforms, table cloths, napkins, bed 
sheets, pillow cases, towels, etc., and 
are always owned by the company. 

This type of business is merely a 
rental service. Its inventory is not 
only located on its own premises, but 
also at its customers. Of course, the 
larger the volume of business done, the 
greater is the amount of linens on hand 
and in circulation. 

When linens are purchased, they are 
usually charged directly to purchases 
of linens or some other expense ac- 
count. The life of these linens varies, 
but conservative accounting practice 1s 
to charge off the cost as soon as they 
go into circulation, on the assumption 
that once they are put into use, their 
only value is scrap value, since they 
immediately become second hand. Fur- 
thermore, the usual life of linens is a 
little over one vear. 

When this method is used the only 
linens taken into inventory at the end 
of the year are those that are still new 
and have not been placed into circula- 
tion, 

Of course, when this method is used, 
we must bear in mind the fact that a 
new company starting in business will 
usually have to purchase a compara- 
tively large amount of linens in its first 
vear of operations and as a result 
thereof may show a large loss which it 
av never get the benefit of for tax 
purposes. 

To overcome this, the practice com- 
monly used is to capitalize the major 
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portion of a company’s linen purchases 
in the first vear and then write off its 
linen purchases in the following years 
on the theory that its first year’s pur- 
chases represent the amount of its 
standing inventory and the future pur- 
chases represent the shrinkage of such 
inventory. 

However, we must bear in mind that 
the inventory of linens in circulation 
must necessarily increase in direct ratio 
to the taxpayer's increase in volume 
ot business. 

However, if it is possible to establish 
to the Commissioner’s satisfaction that 
this method clearly reflects the tax- 
payer's income, there is no doubt that 
it will be accepted as meeting the re- 
quirements of Sec. 22 of the I.R.C. 

Another method of valuing linen in 
ventories which has been used and ap- 
pears proper, works as follows: 

As linens are purchased, they are 
charged to a linen account on the gen- 
eral ledger, and this account serves as 
a book inventory. When this method 
is used, depreciation is written off on 
linens and charged to the current vear's 
operations in the same fashion as on 
anv depreciable capital asset. The 
stimated life of the asset depends on 
1e taxpayer's experience. 

In addition, when losses of linens are 
discovered they are also charged to 
expenses and a contra credit is made 
to the book inventory. 


e 
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Fixed Assets 


The plant and equipment of a laundry 
or linen supply business are subject to 
depreciation at the usual composite rates 
ranging from 10 to 15 vears, depending 
upon the experience of the taxpayer. 

New parts are usually charged to 
expenses as purchased. 


Intangible Capital Assets 


The routes and customers of a linen 
supply or similar business are a valu- 
able intangible capital asset. It may be 
purchased or sold or its value ascer- 
tained as of March 1, 1913 for the 
purpose of computing gain or loss. 
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Tax Accounting for Laundry and Linen Supply Companies 


Usually the only time this item will 
have a value is when it is purchased, 
and like all intangible assets is not 
subject to depreciation. 

When a laundry and linen supply 
business or any of its routes is pur- 
chased, the purchase price is usually 
based upon the amount of business done 
per week. In other words, the amount 
paid for each customer is based upon 
the amount of business done per week 
with the customer. Due to this method 
of determining the purchase price, the 
question arises as to whether or not 
the amount paid for goodwill can be 
written off for tax purposes, when 
the customer 1s no longer in existence 
and its good will no longer has any 
value. 

It is the writer’s opinion that the 
amount of this goodwill cannot be writ- 
ten off until the business has been com 
pletely liquidated. This despite the 
fact that we have a very definite means 
of knowing just what was paid for 
the goodwill of each customer. 

The Regulations and the Courts 
have consistently held that intangible 
assets are not subject to depreciation, 
regardless of the method used in de- 
termining same. 


Restrictive Covenants 


Incidentally, a usual procedure fol- 
lowed, when selling a laundry or linen 
service business or any business for 
that matter, is to include a restrictive 
covenant in the contract of sale 
whereby the vendor or its stockholders, 
in the case of a corporation, agree to 
retrain from engaging in the same or 
i similar business for a period of years. 
In connection with this point, I wish 
to call attention to an interesting deci- 
sion handed down by the Board of Tax 
Appeals in the case of B. T. Babbitt 
Inc., 32 B.T.A. 693. 

that case, b. T. Babbitt Inc. ac- 
quired the two businesses of competi- 
tors, and paid a specific consideration 
for the assets acquired. Each contract 
of sale contained the further provision 


“that in consideration of the premises 
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and of the payment by Babbitt of the 
considerations hereinbefore expressed 
and for the purpose of enabling Bab- 
hitt * to acquire *** and carry on 
the aforementioned business , tie 
vendors would not, directly or indirect- 
ly, except as employees of Babbitt, en- 
gage in the lye business for a period 

\ 


of 









‘ears. 

It was pointed out by the Babbitt 
Company, that it would not have en- 
tered into the purchase contracts with- 
cut the covenants therein to refrain 
from competition and that, further- 
more, the value of the covenant to re- 
frain from competition in each case 
represented not less than eighty-five 
percent of the value of the business 
acquired, exclusive of equipment and 
inventories acquired for separate con- 
sideration. 

The taxpayer then contended that 
the covenants to refrain from competi- 
tion constituted capital assets which 
had a limited life and that deductions 
from exhaustion thereof are allowable 
under Section 23 of the Internal Re- 
venue Code, which provides for the 
deduction of a “reasonable allowance 
for the exhaustion, wear and tear of 
property used in the trade or busi- 


~ HP 
ness **4 


In rebuttal, the Commissioner took 
the position that the contracts were to 
convey to Babbitt the goodwill of its 
competitors and that the element of re- 
straint of competition could not b 
segregated and separately valued. 

In its decision, the Board pointed 
out that the decided cases were to the 
effect that the cost of eliminating com- 
petition is a capital asset, and where the 
restraint or elimination is for a definite 
and limited term the cost may be ex- 
hausted over such term. On the other 
hand, where the benefits of restraint or 
elimination of competition are perma- 
nent or of indefinite duration, no 
deduction for exhaustion is allowable. 

The Board stated that if there were 
nothing but the contracts to go by 
it would agree with the Commissioner 
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that a segregation could not be made. 
However, it accepted the evidence of 
three witnesses as to the fact that the 
value of the covenants to refrain from 
competition had substantial value, and 
that the other properties had only a 
minor value, and it, therefore, assigned 
a value of eighty-five percent of the 
amount paid, as representing the rela- 
tive value of the covenant to refrain 
from competition. 


It accordingly stated that the value 
assigned to the covenant was exhaust- 
ible over the period of years named 
in the restriction. 

In view of this decision, at first 
glance, it would appear that the amount 
paid for a restrictive covenant con- 
tract is depreciable over the life of the 
contract. However, it is my candid 
opinion that neither the Commissioner 
nor the Courts will allow depreciation 
on any amount paid for a restrictive 
covenant contract drawn in connec- 
tion with the purchase of a business, 


unless the taxpayer will be able to 


prove that the amount paid for such 
restriction is a fair and reasonable 
amount and does not represent any 
amount allocable to the acquisition of 
non-depreciable assets, such as good- 
will. 

The Babbitt case was decided upon 
the facts, and the willingness of the 
Board to accept the testimony of three 
witnesses does not necessarily mean 
that such a large proportion of the 
purchase price would be allocable to the 
restriction in other cases. 

In any event, it seems to the writer 
that, when selling a business, it is 
advisable to draw up a separate con- 
tract for the restriction and set forth 
therein the amount paid for such re- 
striction. However, I again wish to 
emphasize the fact that I believe that 
where such a contract is drawn, the 
burden will be upon the taxpayer to 
prove that the amount paid for the 
restrictive covenant is a fair one and 
does not represent any portion of the 
amount paid for goodwill or other non- 
depreciable assets. 
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Comments on Property Valuation 


Under Article 9-A 


By Sipney I. Roserts, C.P.A. 


N operation too often given in- 
A adequate consideration in prepar- 
ing New York franchise tax returns 
under Article 9-A, is the determina- 
tion of total capital, at Schedule C, 
Form 3 CT(47), from the Balance 
Sheets per Federal return. Sometimes, 
to save labor, average values are de- 
termined merely by dividing by two the 
sum of the amounts stated on the bal- 
ance sheets at the beginning and end 
of the year. In many cases this may 
yield an improper result, often to the 
serious disadvantage of the taxpayer. 

It is important to bear in mind that 
the valuation of assets at Schedule C 
has, two separate functions. First, it 
directly affects the computation of total 
capital, which constitutes one of the 
alternate tax bases. Second, it in- 
directly affects the business allocation 
percentage: in the computation of the 
property factor, property within and 
without the State is valued at the 
amounts used in the computation of 
total capital (Regulations, Art. 412). 
Thus in the preparation of Schedule C 
the valuation of property may be im- 
portant even though the tax is based 
on net income. 

Three cases of rather common ap- 
plication illustrate the necessity of 
careful consideration of the valuation 
of assets. 
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C.P.A.’s. and is presently serving as 
a member of our Committee on State 
Taxation. 
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Mortgage Indebtedness 

In the determination of total capital 
there may be deducted only those lia- 
bilities ‘‘payable by their terms on de- 
mand or within one year from the date 
incurred”. (Law, Sec. 208.7). Hence, 
long-term mortgages do not serve to re- 
duce total capital if the taxpayer is lia- 
ble on the bond. However, if the tax- 
payer is not liable on the bond but 
merely holds the property subject to the 
mortgage, the mortgage may be de- 
ducted in computing total capital 
(Regulations, Art. 332). 

This distinction carries over into 
computation of the “property factor”. 
In valuing property within and with- 
out the State, no deduction may be 
made for a mortgage on which the tax- 
payer is personally liable. However, 
if the realty is merely subject to the 
mortgage, only the equity is included 
in the property factor (Regulations, 
Art. 412). Where the taxpayer owns 
property within New York merely 
subject to a substantial mortgage, fail- 
ure to take advantage of this distinc- 
tion results, not merely in an over- 
statement of total capital, but in over- 
statement of both numerator and de- 
nominator of the property factor and, 
therefore, an excessive business alloca- 
tion percentage. An annually recurring 
error of this type may result in sub- 
stantial overpayment of tax. 


Amortization of Emergency 

Facilities 

In translating book values into total 
capital, careful consideration should 
also be given to assets which have been 
amortized as emergency facilities un- 
der Internal Revenue Code, Section 
124. In many cases, although the book 
value is zero, the actual value may be 
substantial. Valuation of depreciable 
assets at book value may result in ex- 
cessive tax payments if included in such 
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assets are emergency facilities. For ex- 
ample, suppose the taxpayer owns a 
plant in Pennsylvania which has been 
amortized under Section 124. Use of 
book values will result in understate- 
ment of the denominator of the prop- 
erty factor, with resulting tax over- 
payment. 

Unfortunately, this may not be an 
unmixed advantage. The tax authori- 
ties in Pennsylvania have already given 
notice that the true value of fully amor- 
tized emergency facilities will be con- 
sidered under the Capital Stock and 
Franchise Tax. 

Nor are the foregoing comments 
confined merely to emergency facili- 
ties. The same principle is applicable 
to any depreciable assets with fair mar- 
ket value in excess of book value. How- 
ever, in the case of emergency facilities 
the difference between book value and 
fair market value may be more strik- 
ing and less difficult to establish to the 
administrative authorities. 


Averaging 

The method of averaging assets and 
liabilities may materially affect the 
amount of tax due. The regulations 
suggest a quarterly basis where the tax- 
payer’s accounting practice permits. At 
the option of the taxpayer, a monthly, 
weekly or daily average may be used. 
However, the State Tax Commission 
may (and often does) permit an an- 
nual or semi-annual basis (Regula- 
tions, Art. 335). 

The availability of annual figures 
make the annual basis very attractive 
and it is probably in very wide use. But 
take a common case: a domestic cor- 
poration has its sales and executive 
offices in New York and its factory 
outside the State. Tangible property 
generally varies only slightly during 
the year except for inventory, which 
fluctuates seasonably and is at its low- 
est point at the end of the vear. The 
tangible property in New York is gen- 
erally confined to furniture and fix- 
tures. 

In such a situation the valuation 
basis adopted for averaging may be- 
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come important for purposes of the 
property factor. The employment of 
the annual basis may understate the de- 
nominator of the New York property 
factor by undervaluing the average in- 
ventory located outside the State. This 
will result in an excessive business 
allocation percentage. 

For example, suppose that the depre- 
ciable property does not fluctuate ma- 
terially during the year and that the 
average fair market value is $10,000, of 
which 10% is located in New York. 
Suppose, further, that the opening and 
closing inventory is at the lowest point 
at the end of the year, because the fiscal 
year of the corporation is its natural 
business year; that both the opening 
and closing inventory is $100,000; and 
that all of the inventory is located at 
its factory outside New York. Averag- 
ing the tangible property on an annual 
basis, the property factor will amount 
to 9.1%, as follows: 

$1,000 


$1,000 l 


$10,000 +- $100,000 $110,000 1] 

Assume further that the corporation 
built up a large inventory during its 
busy season, so that the average inven- 
tary computed on a quarterly or more 
frequent basis is $150,000, or 50% 
greater than at the end of the year. 
Averaging the tangible property on 
this basis results in a property factor 
of 6.3% as follows: 


$1,000 $1,000 I 








$10,000 + $150,000 $160,000 16 

The basis of averaging most advan- 
tageous to the taxpayer will depend on 
the range and duration of any fluctua- 
tion. And practically the basis adopted 
must depend upon the availability of 
the data. 

It should be noted, however, that 
the basis of averaging may not be 
changed by the taxpayer at will. Any 
method adopted by the taxpayer on a 
return and accepted by the State Tax 
Commission may not be changed on a 
subsequent return without its consent 
(Regulations, Art. 335). 
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How to Help () Your Taxpert 


By Lewis GLuIcK, 


“oT HE Certified Public Accountant 
is more than a mere checker 
of arithmetic, or a computer of balances. 
He should be qualified to be a business 
counselor and adviser to his clients. 
He should make constructive sugges- 
tions to aid the client in the conduct 
of the client’s business. By so doing, 
the C.P.A. can enhance, not only his 
reputation, but his income.” 

The foregoing is not an exact quote, 
but, in one form or another, you have 
all seen it before. Under “good of the 
order’, the writer submits below a few 
helpful hints for your clients. No 
charge will be made for permission to 
reproduce them for distribution to your 
clients, who will, doubtless, appreciate 
them. However, if vou deliver them in 
person, it might be well to wear a 
bullet-proof vest and asbestos-padded 
pants. 


Advice To Clients 

Never consult your taxpert until 
after a deal is consummated. That 
way you will provide him with 
the maximum work to minimize 
(if he can) the tax results; and 
give vou the joy of reducing his 
tees if you have to pay the tax 
anyhow. 

2. For ordinary routine’ work, 
always wait till the second week 
4% March (the 14th day is even 
etter) to call him in to prepare 
the tax return. The taxpert will 
appreciate your thoughtfulness in 
delaying calling him, just as the 
physician enjoys being summoned 





Lewis GLuick has been a mem- 
ber of our Society since 1924. He 
is now engaged in practice in Long 
Beach, California. He is best known 
as the Shoptalker, under which name 
he has been writing since 1928. 
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at four A.M. tor the colic you 
have had since the preceding 
eight P.M. 

Be sure to have all the papers 
regarding vour realty deals well 
scattered. The deed should be 
in your safe-deposit box (if your 
wife has one in a suburban bank, 
that should be used) ; the corre- 
spondence should be filed under 
the names of each of the parties 
to the deal (buyer, seller, agent, 
escrow company, and _ mort- 
gagee); and the lawyer should 
not present his bill. 

In vour trading in stocks never 
match the bought and sold slips. 
Be certain that at least two of 
the broker’s monthly statements 
are missing. If one of them is 
in an old fishing jacket in your 
attic, you are really helpful. 
Never make any record of your 
car mileage, but claim a lump- 
sum deduction for travel ex- 
penses. Then, when the Revenue 
Agent comes around three years 
later, vou can gleefully shrug 
your shoulders ; and tell him “See 
my accountant who made the re- 
turn.” 

Always destroy the correspond- 
ence you have had with the friend 
who borrowed that two hundred 
bucks you want to claim as a 
bad debt. It would be a social 
error to give his name and ad- 
dress on the schedule of bad 
debts, and might embarrass him 
to let the agent see how crassly 
he lied himself out of paying. 


(Ah! What a magic number!) 
Above all, never keep a diary or 
other memo of items not in the 
usual course of business, which 
do not appear on your regular 
books. If vou do, be sure to 
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leave it in the old suit you do- 
nate to Greek Relief. Then when 
you die, and your widow prompt- 
ly fires your secretary (of whom 
she never did approve), the tax- 
pert will have a perfectly glorious 
time trying to reconstruct your 
position at date of death. Be- 
sides, would you deprive him of 
the opportunity of appearing be- 
fore the Surrogate and plead- 
ing to get his well-earned fee of 
five hundred dollars allowed as a 
claim against the estate, while 


your second-cousins contend a 
hundred bucks is too much. 
Think of all the ethical publicity 
he will get by testifying in court; 
and how much nicer the big 
court-room is than his stuffy of- 
fice. Don’t let your death stop 
your good deeds. 


Surely, if all clients would carry out 
these admonitions, and the corollaries 
which they suggest to any intelligent 
business man, the lot of the taxpert 
(and his client) would be much hap- 
pier. 


June 
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Conducted by BENJAMIN Harrow, C.P.A. 


Unincorporated Business Tax 
Matter of Hewitt v. Bates et al., 
App. Div., 3rd D., March 5, 1947 


ws tax law exempts from this tax 
the practise of law, medicine, den- 
tistry, and architecture because these 
professions may not be conducted under 
corporate structure. The law also 
exempts any other profession in which 
capital is not a material income produc- 
ing factor and in which more than 
eighty per cent of the gross income is 
derived from personal services actually 
rendered by the taxpayer. 

In the Hewitt case the taxpayer con- 
ducted a private school first as an indi- 
vidual and later as a partnership. The 
school had a large staff both of adminis- 
trative and teaching personnel. About 
10% of the income of the school was de- 
rived from the sale of books, material, 
special classes in dancing and fencing, 
and midday lunches. The taxpayer or- 
ganized, supervised, and managed the 
school. While the taxpayer and the 
partners did not themselves perform any 
teaching services, their work being lim- 
ited to supervising the teachers and out- 
lining the courses, they contended that 
the work performed by the assistants 
should be ascribed to them. The sal- 
aries paid to other teachers were in 
excess of 20% of the gross income of 
the school. In one year they were 51% 
of the gross income. The court held 
that less than 80% of the taxpayer’s 
income was derived from personal serv- 
ices actually rendered by her as a 
teacher, and therefore the school was 
an unincorporated business conducted 
for profit and so subject to the unin- 
corporated business tax. 

The court did not think it necessary 
to pass upon whether capital was a 
material income producing factor, al- 
though the school occupied some build- 
ings costing $146,000, which were 
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owned by Miss Hewitt for many years. 
In a later year she sold two of the 
buildings and then rented the identical 
property for the use of the school. 


* * * 


The Hewitt Case—Another Issue 


A question of the timeliness of as- 
sessments was also raised in this case. 
Assessments of unincorporated busi- 
ness tax were made on December 10, 
1943, for the vears 1936, 1937, 1938 
and 1939. Under section 373 the stat- 
ute of limitations for the determina- 
tion of the tax is “three years after the 
return was made.” If more than 25% 
of gross income has been omitted, the 
statute of limitations is extended to five 
years after the return is filed. 

The Commission contended that the 
tax law, section 386-U requires a re- 
turn to be made for an unincorporated 
business and the regulations require a 
separate report, and since the taxpayer 
had not filed any report the statute of 
limitations did not run at all. 

The court held that since personal 
income tax returns were filed for the 
years at issue the three year statute 
applied. 

The personal income tax return set 
forth gross income and deductions and 
the Commission was therefore aware of 
the nature of the business. For the 
year 1940 the taxpayer had consented 
to an extension of time to make the 
assessment. 


A Further Point on the Statute 

of Limitations 

Frank E. Knopf sends us the follow- 
ing comment on the Statute of Limita- 
tions: 

A phase of the New York State in- 
come tax law that is often misinter- 
preted deals with the application of the 
statute of limitations to revisions and 
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refunds, or the possible criminal 
charges that may result from the filing 
of false and fraudulent returns. 

Chapter 373 of the Income Tax Reg- 
ulations states: 

“For purposes of this subdivision a return 
filed betore the last day prescribed for the 
filing thereof, or before the last day of any 
extension of time for the filing thereof, 
shall be considered as filed on such last 
day.” (italics supplied) 

Consequently, where a return has 
been filed, the State Tax Commission 
may recompute and assess a tax at any 
time within three years from the date 
the return was due, regardless of the 
date on which it was filed. 

Applications for refund (where there 
has been no recomputation by the Com- 
inission ), however, must be made with- 
n two vears from the date the return 
was filed. 

The criminal statute of limitations is 
two years from the date the crime was 
committed, which is presumed to be 
the date the return was filed. 


Bo 


Gross Receipts Tax—The Carter & 
Weekes Stevedoring Co. Case 
The gross receipts tax of the City of 

New York is an excise tax upon the 


privilege of carrying on a trade, busi-- 


ness, profession, vocation, or commer- 
cial activity within the City. The tax is 
based upon gross receipts received in 
the City or allocable to it for the year. 
The taxpayers in this case were in the 
general stevedoring business. Their 
business consisted of unloading freight 
from a vessel on its arrival or of stor- 
ing freight for safety and loading it on 
an outgoing vessel. The comptroller of 
the City of New York determined that 
the stevedoring business was subject to 
the gross receipts tax. All the State 
courts held that the tax as applied to 
the stevedoring business was invalid as 
constituting an unconstitutional bur- 
den on commerce and so in violation of 
the interstate commerce clause, (Ar- 
ticle 1, sec. 8, clause 3). The case was 


taken to the U. S. Supreme Court, 
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which rendered its decision on March 
10, 1947, in favor of the taxpayer. 

The principal point the Court makes 
is that the movement of cargo off and 
on a ship is substantially a part of the 
process of transportation, in this case 
related to interstate commerce.  In- 
stead of the crew doing the loading it 
was performed by an independent con- 
tractor. As the Court says, the trans- 
portation in commerce begins with 
loading and ends with unloading. The 
tax on gross income was thus not a tax 
apportioned to income derived from 
activities within the State. The taxable 
event in this case was not deemed to be 
sufficiently disjoined from the com- 
merce. 

There were four dissents, two being 
partial dissents. Justice Douglas points 
ut that an unapportioned tax on gross 
receipts is discriminatory since there 
is a possibility that other states might 
levy a similar tax and hence there 
would be a multiplication of levies to 
which local companies would not be 
subject. He felt that the activity of 
loading and unloading was confined ex- 
clusively to the state that imposed the 
tax and hence that was a gross re- 
ceipts tax apportioned to reach only 
income derived from activities within 
the taxing state. The tax on interstate 
commerce was no heavier than on local 
business, and since there was no dis- 
crimination against interstate com- 
merce the tax was proper. Justice 
Douglas discusses the case of WcGold- 
rich v. Berwind White Co., 309 U.S. 
33, where the court upheld the validity 
of a sales tax on the purchase of prop- 
erty at the end of its interstate journey. 
This was like a tax on the property it- 
self the Court there said and such a tax 
neither obstructed or impeded inter- 
state commerce nor _ discriminated 
against it. 

Justice Douglas did feel that the tax 
Was unconstitutional in so far as it 
reached gross receipts from loading or 
unloading vessels engaged in foreign 
commerce. Apparently Justice Doug- 
las thinks there is a marked distinction 
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between interstate commerce and for- 
eign commerce. Art. 1, sec. 10, clause 
2 provides that “No State shall, with- 
out the consent of Congress, lay any 
Imposts or Duties on Imports or Ex- 
ports, except what may be absolutely 
necessary for executing its inspection 
laws. * * *” This language the Jus- 
tice felt admits of no exception. The 
Commerce Clause does not expressly 
forbid any tax. It merely forbids a 
discriminatory tax or one that places 
an undue burden on interstate com- 
Justice Murphy joined in the 
dissenting opinion, except that he did 
not agree that the tax on gross receipts 
from foreign commerce was unconsti- 
tutional. Justice Black dissented with- 
out opinion, 


merce. 





Allocation or Apportionment 


In the March issue of the New York 
State Tax Clinic we said that the pur- 
pose of the allocation provision was to 
determine what portion of the business 
of a corporation engaged in interstate 
activity, which may not be taxed in- 
discriminately, is nevertheless attribut- 
able to intrastate activity which may 
be properly taxed. From several com- 
ments that have come to our attention 
it would appear that the basic purpose 
of allocation is not understood as 
clearly as it might be. 

The State as a sovereign power has 
if course the power to tax. The New 
York Constitution places very few re- 
strictions upon this power. Section 3 
of the Constitution gives moneys, 
credits, securities and other intangible 
personal property a situs for taxation 
only at the domicile of the owner and 
provides also that undistributed profits 
shall not be taxed. The important limi- 
tations on the power of the legislature 
to levy taxes are found in the Federal 
Constitution. Congress has exclusive 
power to regulate interstate and for- 
eign commerce. The Interstate Com- 
merce clause has been construed as pre- 
venting a state Irom imposing a tax 
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which would constitute a restriction or 
burden on interstate or foreign com- 
merce. 

There is also the restriction of the 
due process clause of the 14th Amend- 
ment. This limits the taxing power 
of the state to persons, corporations or 
property within its jurisdiction. If a 
foreign corporation comes into New 
York to do business it subjects itself 
to the jurisdiction of the State, and the 
State may tax its activities within the 
State, but it may not tax its activities 
without the State. In taxing the for- 
eign corporation the State must select 
a basis which bears a reasonable rela- 
tion to the property located within the 
State, or its activities within the State. 
The validity of the tax is thus subject 
to two major tests, the due process 
clause and the interstate commerce 
clause. If the income of a foreign cor- 
poration is to be the measure of the tax, 
the State may tax only the income re- 
sulting from business done within the 
State. If capital employed is the meas- 
ure of the tax, the State has jurisdic- 
tion to tax only the capital employed 
in business within the State. Conse- 
quently where a corporation does busi- 
ness within and without the State, the 
State must determine what portion of 
the income or capital represents busi- 
ness done within the State. This is ac- 
complished through an allocation or 
apportionment on the basis of some fair 
and equitable formula, such as, for ex- 
ample, the one provided for in Article 
9A. 

There is some doubt as to whether 
the foregoing constitutional considera- 
tions apply to domestic corporations, 
for the reason that the corporation’s 
domicile within the State gives the state 
ample jurisdiction to tax the domestic 
corporation on all its income or capital. 
In New York that is an academic ques- 
tion since the state in imposing an an- 
nual franchise tax has adopted the 
same rules for apportionment of income 
and capital for domestic corporations 
doing business within and without the 
state as for foreign corporations. 


397 





The New York Certified Public Accountant 


In recent years the Supreme Court 
has relaxed somewhat its conception of 
what constitutes an undue burden on 
interstate commerce with the result that 
the power of the State to tax what 
would appear to be interstate activities 
has been enlarged. However our dis- 
cussion on the Carter & Weekes Steve- 
doring Co. case in the previous note 
vould seem to indicate the beginning of 
a swing of the pendulum in the other 
direction. We may expect a stricter 
construction of what constitutes a dis- 
criminatory burden on interstate com- 
merce and a consequent cutting down 
of the power of a state to tax interstate 
activities under the guise of reaching 
intrastate business. 

In this comment we have considered 
the question of allocation in relation to 
the franchise tax which is a tax on the 
privilege ot being a corporation or of 
doing business as a corporation. The 
principle of allocation is contained also 
in the income tax law, which is a direct 
tax on income. In a subsequent issue 
we shall make some further observa- 
tions on the nature of allocation in rela- 
tion to the income tax and the unincor- 
porated business tax. 


Nonresidents—Refugees 

In the April issue of the New York 
State Tax Clinic we posed two ques- 
tions and invited discussion from the 
members. Jack Schwartzbaum of 
Albany, N. Y., sends us the following 
comments : 

“QO. Is a nonresident operator of 
ships a nonresident if he comes to New 
York early in 1940 intending to stay 
for a temporary period and finds him- 
self unable to leave because of the war 
and remains in New York until 1946? 

“A. It is my thought that the an- 
swer to this question would be ‘Yes’; 
and that Article 503 does apply. There 
is no question here that the individual 
did not come into the state to accom- 
plish a particular object, intending to 
remain only for a temporary period but 
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was precluded from doing so because 
of circumstances beyond his control. If 
it can be shown or the evidence is such 
that there is an intent on the part of 
the individual to make the home main- 
tained a permanent one, then, of course, 
he should be classified as a resident. 
“However, in the case of refugees 
who have left their native lands to seek 
refuge in the United States and have 
made their homes in New York State, 
Article 503 does not apply because it 
cannot be said that their stay is for 
some special object which in its nature 
may be accomplished within a limited 
time and hence they would be consid- 
ered as residents of New York State. 


“QO. If the nonresident operator of 
ships is recognised as a nonresident, ts 
he doing taxable business in New York 
during his temporary stay tf he trades 
in the stock market and perhaps buys 
and sells some ships and even operates 
a few through the Maritime Commis- 
sion? 

“A. In answering this question it is 
necessary to point out that two differ- 
ent sets of facts have been submitted 
and I shall try to answer this question 
as follows: 

“1. The nonresident operator of ships 
if recognized as a nonresident is not do- 
ing taxable business in New York dur- 
ing his stay if he trades in the stock 
market because Section 351 of the Tax 
Law, as amended under the Laws of 
1944 provides: ‘that a nonresident, 
other than a dealer holding property 
primarily for sale to customers in the 
ordinary course of his trade or business 
shall not be deemed to carry on a busi- 
ness, trade, profession or occupation in 
this state solely by reason of the pur- 
chase and sale of property for his own 
account.’ 

“2. The nonresident who buys and 
sells ships and operates a few through 
the Maritime Commission will be con- 
sidered as doing taxable business in 
New York State if he maintains or op- 
erates desk room, an office or any other 
place in New York State from which 
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his activities are systematically and reg- 
ularly carried on. If the converse is 
true, and the nonresident has no New 
York office or place of business located 
in New York State from which his af- 
fairs are systematically and regularly 
carried on, it cannot be said that he is 
doing taxable business in New York 
State during his temporary stay.” 


* * * 


Nonresident Seamen 


One of our members would like to 
know if the wages of nonresident sea- 
men are taxed by New York in any 
way. Article 453 of the Regulations 
covers the situation. Of course a resi- 
dent seaman would be taxed on his en- 
tire income from whatever source de- 
rived. The nonresident seaman is tax- 
able only on income derived from 
sources within the State, so that, for 
him the problem is what is income from 
sources within the State. That depends 
upon where the vessel operates. If the 
nonresident seaman earns his wages on 
a ship operating exclusively within the 
state, his income is regarded as received 
from sources within the state and is 
therefore taxable. If the ship operates 
exclusively between ports of the State 
and foreign ports or ports of other 
states, his income is not from sources 
within the state. This is so even if the 
ship touches a port within the State and 
remains there a reasonable time for the 
transaction of its business. 


If a ship enters a port for the pur- 
pose of foreign or interstate trade the 
presence of the nonresident seaman 
aboard the ship is considered as transi- 
tory and the wages earned during that 
period would not be taxed. 

There is a special provision for ships 
that operate between New Jersey and 
the port of New York. The income of 
the nonresident seaman in such case is 
deemed to be earned partly within the 
state and partly without with the result 
that one-half the compensation earned 
would be taxed by New York. 
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Under Article 454 a nonresident 
owner is not taxed on the income from 
the vessel resulting from charter money, 
freight or passage payments, if the ship 
operates exclusively between ports of 
the State and foreign ports, or ports of 
other states and the person receiving 
the income maintains no regular agency 
in this state nor carries on business in 
the state. 


Definition of Business Carried on 
Within the State 


Article 415 defines clearly what is 
meant by doing business in the case of 
a nonresident: 


“A business, trade, profession or occupa- 
tion (as distinguished from personal serv- 
ice as employee) is carried on within the 
state by a nonresident when he oceupies, 
has, maintains or operates desk room, an 
office, a shop, a store, a warehouse, a fac- 
tory, an agency or other place where his 
affairs are systematically and regularly 
carried on notwithstanding the occasional 
consummation of isolated transactions with- 
out the state. This definition is not exclu- 
sive. Business is being carried on if it is 
here with a fair measure of permanency 
and continuity. A taxpayer may enter into 
transactions for profit and yet not be 
engaged in a trade or business. If a tax- 
payer pursues an undertaking constantly 
as one relying on his profit therefrom for 
his income or part thereof he is carrying 
on a business or occupation.’ 


In 1944 the definition of doing busi- 

ness was amended. It provided: 
“that a nonresident, other than a dealer, 
holding property primarily for sale to cus- 
tomers in the ordinary course of his trade 
or business shall not be deemed to carry on 
a business, trade, profession or occupation 
in this state solely by reason of the pur- 
chase and sale of property for his own 
account.” 


Under this amendment a nonresident 
may trade on the New York security 
exchanges without being subject to tax 
on his profits. 
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Regular and Permanent Place 

of Business 

Form 3CT (47) propounds a ques- 
tion under Schedule J on Page 3. The 
question reads as follows: 

“3. During any part of the base year 
(a) Did you maintain a regular place of 
business outside New York State? ‘Yes’ 
or ‘No’... If ‘Yes’, give address of 
every factory, warehouse, store or other 
place of business continuously maintained 
and used outside New York State. v 

Roberts thinks that the ques- 
tion is phrased ambiguously and will 


Sidney 


cause confusion. Here is what he says 
about it: 
“The ambiguity rises from the dis- 


Article 39 between a 
business’ (Regula- 
tions Art. 411) and a ‘permanent or 
continuous place of business’ (Regula- 
tions Art. 413(2) ). 

“The first part of the question spe- 
cifically refers to a ‘regular place of 
business’ but introduces an element of 
ambiguity in the use of the word ‘main- 
tain.” That word appears in Article 
413(2), in connection with the defini- 
tion of ‘permanent or continuous place 
of business’ but is significantly omitted 
from Article 411, both in the old regu- 
lations and under the recent revision. 
Moreover, in view of the omission of 
the requirements, under the revised 
regulations, that a regular place of busi- 
‘regularly occupied’ and _ that 
there be ‘one or more employees regu- 
larly in attendance,’ the word ‘main- 
tain’ in connection with a regular place 
of business is the more difficult to un- 
derstand. 

“Although the first part of Question 
3(a) clearly refers to a ‘regular place 
of business,’ the second part seems to 
refer to a ‘permanent or continuous 
place of business.” This would not ap- 
pear to be the intention of the question. 
For if the taxpayer has a regular, but 
no permanent or continuous place of 
business, interpreting the second part 


tinction under 
‘regular place of 


ness be 
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of the question as referring to a ‘per- 
manent or continuous place of business’ 
would require the answer ‘yes’ to the 
first part and ‘none’ to the second part. 
Yet the second part clearly requires an 
address if the first part is answered 
‘yes’. 
“The 
part as referring to a 
continuous place of business’ is com- 
pelled by the word ‘continuously’ ap- 
pearing therein. This again is a word 
which appears not only in the designa- 
tion, ‘permanent or continuous place of 
business,’ but in the definition thereof 
in Article 413(2). And it is signifi- 
cantly absent from the definition and 
examples of ‘regular place of business’ 
1 Article 411. 

“In preparing the return the practi- 
cal solution for a taxpayer with only 
a ‘regular place of business’ outsi le 
New York State may be to answer ‘yes 
to the first part of Question 2(a) and 
to give the name and address of such 
regular place of business in the second 
part with a statement that such place 
constitutes a regular place of business. 
However, in the interest of clarity and 
uniformity of response, it would seem 
that a revision of the question would 
be advisable.” 


interpretation of the second 


‘permanent or 


* 

Renegotiation of War Contracts 

A federal renegotiation of war con- 
tracts results in a reduction of the fran- 
chise tax due for the relevant vear being 
negotiated. The law now provides that 
a written application for an abatement, 
credit or refund of the Corporation 
franchise tax resulting from the rene- 


gotiation must be made within two 
years after the date of the execution 
of the renegotiation agreement. The 


new law further provides that if the re- 
negotiation agreement was made prior 
to May 1, 1945, the application for 
abatement credit or refund must be 
made by December 31,1947. 
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PROFESSIONAL COMMENT 











By EMANUEL Saxe, C.P.A. 


Auditing Principles and Auditing 
Instruction 

The most serious weakness in the 
structure of the present-day collegiate 
curriculum in accounting is said to be 
the type of instruction usually offered 
in auditing.! The two recommendations 
most frequently proposed to remedy 
this situation are: (1) to develop audit 
case materials suitable for instructional 
purposes and (2) to provide internships 
for students so that school training may 
be “supplemented by actual field expe- 
rience under the skillful supervision of 
the practitioner.” “ Both are attempts 
to bring home the realities of actual 
practice to the student and thus com- 
plete his training. 

‘he writer concurs in the view that 
schools are not a substitute for actual 
experience, and never can be; also, that 
this sort of contact with simulated 
and/or actual experience is bound to 
strengthen and complete the student's 
preparation for professional practice. 
However, he is firmly of the opinion 
that the schools may very profitably 
precede this phase of the student’s 
training period by so organizing their 
curricula as to provide the theoretical 
foundation and the logical basis for 
the later acquisition of the practical 
techniques in the field of actual ex- 
perience. It is in school that instruc- 
tion in principles may best be given. 


“The Role of the (New York State) Society in Accountancy Education”, 
in The Fiftieth Anniversary Commemorative Booklet, p. 29; 
ment for Certified Public Accountants in New York State 
Accountant, November, 1946, p. 640; see, also, 
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Perhaps the most essential element 
of the auditor’s mental equipment is to 
be found in his judgment; his success- 
ful ability to exercise it with reasonable 
dispatch in the process of reaching 
sound conclusions constitutes one of his 
most valuable assets. But no matter 
how logical his reasoning, the conclu- 
sions he reaches will be unsound unless 
his premises are unassailably correct. 
Educational authorities no longer dis- 
pute the point that rote learning is in- 
efficient and generally meaningless, and 
that real learning must be based not 
only upon a thorough comprehension 
ot all facts under consideration but also 
upon the theoretical principles involved. 
Littleton says; 


“ 


. theory makes a contribution .. . it 
can make practice more and more rational. 
* * * Choosing certain means out of many 
for their particular suitability probably calls 
for more professional good judgment and 
practical wisdom than the original devising 
of ways and means did. 

“Even students can be introduced to some 
of the roads to good judgment. . . . One 
way to push students in this direction is to 
face them with the problem of choosing 
among means of variable suitability for a 
stated objective.” 


Blair agrees*, in the following lan- 
guage: 

“The important point often overlooked is 
that no good and sufficient practice was ever 
effective in any field without the principle 
underlying the field being known and reex- 

. . ” 
amined when a new idea was presented. 


by the writer 
“College Education as a Require- 
”. by Raymond S. Ankers, The 
“The Educational 


Program of the American Institute of Accountants”, by T. W. Leland, The Ohio Certified 


Public Accountant, Winter, 1945, pp. 16, 19. 
2“Education for the Profession’, 


by John T. Madden, Proceedings of the International 


Congress on Accounting, Amsterdam, 1926, p. 579. See, also the announcement of the Uni- 
versity of Michigan’s program in this direction, as reported in “Professional Comment”, The 


New York Certified Public 


Accountant, May 1947, p. 326. 


“Three Audit Principles”, by A. C. Littleton, in The Journal of Accountancy, April, 


1947, p. 282. 


4“Tn Quest of an Audit Principle’, by ] 


February, 1947, p. 117. 
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Can it be that one of the principal 
reasons for the alleged inadequacy of 
auditing instruction is the lack of a gen- 
erally accepted statement of principles 
in the field upon which to predicate and 
organize the body of auditing knowl- 
edge for logical, theoretical develop- 
ment? Both Blair and Littleton, in the 
papers previously referred to, have 
struck out boldly in the direction of such 
a statement. 

Littleton expresses these three funda- 
mental auditing truths as his basic prin- 
ciples of independent auditing :° 

“1. The possibility of error, misrepresen- 
tation, fraud in the accounts leaves the 
statistical creditability (figure accuracy) of 
the financial statements open to doubt un- 
less the transaction sources and amounts 
have been tested by appropriate audit pro- 
cedures. 

2. A critical examination by qualified 
persons of the structural mechanisms of an 
accounting system, and of the way it is 
actually operated, supports (or questions) 
the dependability of the account classifica- 
tion in the financial statements and the 
reliability of the basis thus made available 
for satisfactorily interpreting the data dis- 
closed. : 

3. The independent external auditor 
seeks to substantiate the representations 
made by management in the accounts and 
statements by finding suitable corroborative 
evidence and by appraising the accounting 
policies currently in effect...” 

Blair states the principle underlying 
internal auditing® to be 

“The stability of management if depend- 
ent upon (1) the effective safeguarding of 
the financial operations of a business, (2) 
the accurate recording of business trans- 
actions in accordance with generally ac- 
cepted accounting principles and (3) the 
truthful interpretation of the records 
through account summarizations and man- 
agerial reports.” 


In this writer’s opinion both are inex- 
tricably interwoven. 

Preliminary to the conduct of each 
audit is the ascertainment of what may 
be called the framework of reference 
for that particular engagement, as well 
as an evaluation of its adequacy for the 
purpose. The principles involved in this 








5A. C. Littleton, op. cit., p. 281. 
6 J. F. Blair, op. cit., p. 119. 
7A. C. Littleton, of. cit., p. 281. 
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determination are, in the writer’s opin- 
ion, really accounting rather than audit- 
ing principles, viz: 

1. To be adequate and reliable the 
structure of a satisfactory ac- 
counting system must be founded 
upon such accounting policies as 
will insure the accurate and con- 
sistent recording and analysis of 
business events in accordance 
with generally accepted account- 
ing principles. 

2. To be dependable the account 
chart must be so designed as to 
yield managerial information 
which is sufficiently reliable and 
informative as to provide the 
basis for intelligent executive 
interpretation and action. 

3. To be free from the possibility 
of the undetected presence of 
error or fraud the entire account 
structure should have the constant 
and vigilant protection afforded 
by an adequate and ever-func- 
tioning system of internal control 
—the ever-present “‘silent police- 
man” which maintains and pre- 
serves the integrity of the ac- 
counts and the reports based 
thereon. 


In essence, says Littleton, each spe- 
cific audit problem involves simply the 
determination of the statistical credit- 
ability of the financial statements, in 
the light of the foregoing framework 
of reference, by subjecting transactions, 
sources and amounts to test by appro- 
priate audit procedures.’ It is in this 
area that the writer believes there is 
much room for a statement of basic 
audit principles. As a spur to the de- 
velopment of such a statement, he offers 
the following approach to the probiem: 

First, a statement of the accepted 
procedures utilized by auditors to de- 
velop the various types of auditing evi- 
dence should be carefully worked up 
from the qualitative viewpoint. A study 
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of the semantics of the audit verbs$ 
which would yield an exact statement 
of the precise implication of each audit 
process, coupled with an investigation 
of the nature and probative value of all 
types of auditing evidence, might be 
extremely helpful in formulating a 
statement of the principles of audit 
proof—i.e., what kind of audit pro- 
cedure should be used in specific situa- 
tions to adduce the proper type of 
creditable auditing evidence ? 

Then, the statistical principles of test- 
ing and sampling should be investigated 
to provide a statement of audit princi- 
ples delineating a proper quantitative 
basis for the test-audit—i.e., how much 
auditing must be done to satisfy the 


auditor as to the statistical creditability 
of the financial statements ? 

A start has also been made in this 
latter direction?, but much work re- 
mains to be done. Perhaps some of the 
statistical work in the field of quality 
control, which received such a great 
impetus during World War II, might 
help us in the solution of the problem. 

Blair and Littleton have started the 
ball rolling in search of a statement of 
basic auditing principles. Here is an 


opportunity to apply clear and critical 
thinking to a problem of the greatest 
importance! Who will accept the chal- 
lenge and help at one time to advance 
the causes of auditing knowledge and 
instruction ? 





pp. 80-1. 


9“How Much Test Checking is Enough?”, by Robert H. Prytherch, The Journal of 


Accountancy, December, 1942, p. 525. 
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Some Specialized Phases of Ac- 
counting Practice: 

Contractors’ Accounts and Account- 

ing for the Extractive Industries, by 

Myron M. Strain, and 3rokerage 

Accounts by Floyd P. Karg. San 

Francisco, Calif. Tue Paciovi 

Press, 1947. 156 pages, with a sup- 

plement of 54 pages. $5, post-paid. 

These texts were written principally 
for the advanced accounting student 
and are contemporary revisions of 
teaching material which has been used, 
in mimeograph form, in the Graduate 
School of Accountancy of Golden Gate 
College for many vears. Their presen- 
tation in condensed form free from ele- 
mentary accounting material make the 
texts on these specialized subjects valu- 
ible reference books to the professional] 
accountant enabling him to get a quick 
insight into the perplexing problems 
which he will encounter in the fields of 
construction, mining, lumbering, petro- 
leum production and commodity and 
security brokerage. 

In addition to numerous original 
problems given, the problems on pages 
113 to 155, inclusive, of this book cover 
major problems in subjects which have 
been. given by the American Institute 
of Accountants in past C.P.A. examina- 
tions. The authors have prepared solu- 
tions to these problems which are avail- 
able to instructors of classes using this 
text. 


Contractors’ Accounts 

In this text the author discusses in 
a clear and concise manner the charac- 
teristic differences in types of contrac- 
tors’ businesses and the accounting 
treatments which should be applied to 
give expression to the peculiarities of 
each major type. 

Because of the practical importance 
of the question as to whether or not 
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profits on partially completed contracts 
should be recognized in the accounts, 
the author has devoted an entire chapter 
to an analysis of this question and has 
concluded with a realistic approach 
which should aid in solving problems 
of this type. 

After dealing adequately with the 
problem of evidence which must be ob- 
tained from various sources and appro- 
priately considered in determining the 
percentage of completion in cases where 
progress profits are recognized in the 
accounts, the author presents a solution 
to a problem which entails the main- 
tenance of job costs, volume statistics 
and ultimate financial statements giv- 
ing effect to typical transactions of a 
contractor. 

The views of the author set forth on 
pages 6 and 7 of Chapter 1 with respect 
to the treatment of the excess of com- 
pleted portion of contract in progress 
over cost of performing completed por- 
tion of contract as a credit in the sec- 
tion where surplus is usually shown, 
are not shared by the reviewer. Even 
though the stated profit on such com- 
pleted portion of a contract is fairly 
assured, there can be no definitive incre- 
ment to capital of an enterprise until 
all charges, such as applicable income 
taxes which will be payable when entire 
contract is completed, are provided for. 
Since, profits computed on contracts 
prior to their completion must of neces- 
sity be estimated, and, therefore, sub- 
ject to unforeseen conditions at time 
estimate is made, it is the reviewer’s 
opinion that such credits (after deduct- 
ing therefrom provision for income 
taxes and, if necessary, estimated un- 
recorded costs to bring contract costs 
to point commensurate with stage of 
completion, which items should be clas- 
sified as current liabilities) should pre- 
ferably be stated on the liability side 
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of the balance sheet between current 
liabilities and capital section, thus treat- 
ing them as deferred credits. It should 
be understood that the foregoing com- 
ments relate to a situation where it is 
deemed necessary to defer taking up 
profits until the contract is completed. 
However, the reviewer agrees with the 
author that in situations where it is 
appropriate to do so, profits should be 
taken into income on a percentage of 
completion basis as work on the contract 
progresses, after taking into considera- 
tion all known costs, expenses and taxes 
considered applicable to the partially 
realized contract price. 


Accounting for the Extractive 
Industries 


Part II dealing with accounting for 
the extractive industries is an excellent 
introduction to a highly complex sub- 
ject. As stated by the author the ex- 
tractive industries rank well toward the 
top of the economic organization ex- 
ceeded perhaps only by agriculture. In 
view of this importance it is regrettable 
that there has been so little of an ele- 
mentary nature prepared upon the 
subject. 

Chapter I is in the nature of a philo- 
sophical introduction to the character- 
istic problems perhaps oversimplified 
but, nevertheless, bringing to the read- 
er’s attention some of the basic differ- 
ences between the problems of the 
extractive industries and those of mer- 
chants and manufacturers generally. 
The oversimplification in this chapter 
is modified by the later chapters. The 
author has stressed in several places the 
similarity of mineral occurrences to 
stores of raw materials, mentioning at 
one point the suggestion sometimes 
made that the rule of “cost or market” 
might be applied to such stores. How- 
ever, no mention is made of the prob- 
ably equally valid philosophy that the 
procedure under which mineral is ex- 
tracted and transferred to use in the 
economy may be considered merely as 
a severing of a portion of a capital asset, 
the resulting profit or loss being of a 
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capital nature unlike that resulting from 
fabrication, manufacture or trade. 

Similarly, considerable attention is 
devoted to the “equalization” method 
of depreciation in which recognition is 
given at the outset to the probable addi- 
tional capital costs to be incurred before 
completion of the extractive operation, 
although very little attention is given 
to the ‘“‘maintenance of production” 
philosophy under which once a prop- 
erty is equipped for operation expendi- 
tures for additional plant items which 
do not reduce costs or increase produc- 
tion, are expensed as made. The lat- 
ter method is approved in Section 
29.23(m)-15 of the Income Tax Regu- 
lations, 

These criticisms are of minor impor- 
tance. The young man who upon leav- 
ing school engages in audits of an 
extractive enterprise will soon learn 
that answers to the many problems are 
not simple but he will be immeasurably 
helped by having studied the excellent 
introduction by Mr. Strain. 


Brokerage Accounts 


As stated in the author’s foreword, 
the text on this subject has been pre- 
pared with a view to giving the student 
or reader a general outline of brokerage 
accounting, supplementing his advanced 
study, with particular stress upon the 
submission of financial statements by 
the independent public accountant. 

In the brevity of the five chapters 
taking up 25 pages of text, the author 
has done a commendable piece of work 
on so specialized a subject in explain- 
ing the major functions of securities 
and commodity houses and giving lucid 
definitions of terms such as “longs,” 
“shorts,” “failures.” “puts,” “calls,” 
“straddles,” etc. which are used in 
brokerage parlance but which are al- 
ways bewildering to the uninitiated. 

In a pamphlet entitled Supplement to 
3rokerage Accounting, the author has 
included a set of model financial state- 
ments which under existing law and 
regulations are filed in response to ques- 
tionnaires of Stock Exchanges and the 
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Securities and Exchange Commission 
and a model form of balance sheet for 
submis€ion to customers of a brokerage 
concern. Should there be a change in 
legal requirements with respect to these 
matters, it is planned to make revised 
statements and forms available at a 
moderate price which will give effect to 
any changed conditions. 


» Epwarp G. CARSON 
CHRISTOPHER H. KNOLL 


90 Broad Street 
New York, N. Y. 


Insurance Companies’ Accounts — 
An Economic Interpretation and 
Analysis, 

By S. J. Lencyer, M.A., Melbourne, 
Australia, F. W. Sheshire Pty. 
Ltd., 1947. 159 pages. 


Professor Lengyel has attempted, in 
the short space of 155 pages, to set 
forth the economic characteristics of 
Insurance Companies’ Accounts on an 
international basis. Necessarily, in 
treating such a vast subject, he can 
only hit the high spots, though he has 
evidentiy given considerable study to 
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the methods of insurance company 
reports in various Countries, particu- 
larly England, United States, and 
Canada. 

The average accountant, in reading 
this book, will readily see why the 
auditing of insurance companies’ ac- 
counts is in the hands of comparatively 
few firms of accountants and actuaries 
due to the experience and _ special 
knowledge required in such work. 

Professor Lengyel states that his 
book is not a “text book” nor is it in- 
tended to deal with “the formal side of 
accountancy”. In this statement I dis- 
agree with him. I think that the book 
will prove a valuable text book for 
use of students who want to gain some 
insight into the intricacies of insurance 
company accounting and the methods 
of presenting such accounts, especially 
as it treats of the method of handling 
the accounts both in England and the 
United States. It should also serve a 
useful purpose in the library of any ac- 
counting firm specializing in the audit- 
ing of insurance companies. 


Lee J. WoLre 


Of Wolfe, Corcoran and Linder, 
New York. 
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THE UNIVERSITY OF THE STATE 


OF NEW YORK 
The State Education Department 
Albany 1 


Addition to Article XI of the Regulations 
of the Commissioner of Education Re: 
Certified Public Accountancy 


Approved by the Board of Regents 
April 18, 1947 


Section 93—Special Provisions 


Under chapter 340 of the Laws of 1947 
it is provided that the Department may grant 
the certified public accountant certificate with- 
out examination to persons who do not 
have the formal statutory educational re- 
quirements, who have reached the age of 
40 years, and who present evidence of 15 
years’ experience in the intensive application 
of accounting principles and auditing pro- 
cedures satisfactory to the State Beoard 
of Certified Public Accountant Examiners 
and the Commissioner of Education. 


a. In the administration of the above law, 
applications for the issuance of a certified 
public accountant certificate shall be made 
by filing with the Department of Educa- 
tion: a duly attested petition and four 
copies thereof, which shall show that the 
petitioner has met the statutory requirements 
as to age, citizenship, residence or place 
of business in New York State, and good 
moral character. The petitioner shall also 
set forth in detail his educational record and 
facts evidencing that he has attained dis- 
tinction and recognized high standing in ac- 

untancy and in the intensive application 
a accounting principles and auditing pro- 
cedures. 


b. Applications approved by the State 


Board of Certified Public Accountant Ex- 
aminers shall be subjejct to she by the 
Commissioner of Education. Candidates 
Whose applications are disapproved may ap- 
peal to the Commissioner of Education for 
areview of the decision within 30 days after 
receipt of official notice of denial. 


c. Candidates whose applications for the 
certificate are approved shall submit a fee of 
$25 before the issuance of such certificate. 


+ in, 4 


1947 


Suggestions on Filing a Petition for the 
Certified Public Accountant Certificate 
without Examination 


A petition to the State Education Depart- 
ment for the certified public accountant cer- 
tificate without examination should take full 
account of the following considerations : 


Contents of formal petition. A duly veri- 
fied petition and four copies thereof shall 
show that the petitioner (1) is a citizen of 
the United States or has declared his inten- 
tion of becoming such citizen; (2) resides 
in or has a place for the regular transaction 
of business in the State of New York; (3) is 
of good moral character; (4) is at least 40 
years of age; (5) has had at least 15 years 
of experience in the intensive application of 
accountancy principles and auditing proce- 
dures. Pursuant to the Regulations of the 
Commissioner of Education, the petitioner 
shall also set forth in detail (6) his educa- 
tional record and (7) facts evidencing that 
he has attained distinction and recognized 
high standing in accountancy and in the 
intensive application of accounting principles 
and auditing procedures. The petition should 
be addressed to the State Education Depart- 
ment, Division of Professional Education, 
Albany 1, New York. 


Supporting documents. The formal peti- 
tion should be accompanied by documentary 
proof of claims made as follows: 


1. Transcript or certified copy of high 
school (secondary school or preparatory 
school) record. 


2. Official transcripts showing preparation 
completed beyond the secondary school 
level, that is, in business schools, insti- 
tutes, colleges or professional schools. 


3. Proof of citizenship or filing of inten- 
tion to become a citizen; if naturalized, 
a certificate of naturalization. 


4. Certified copy of birth certificate. 

5. Evidence of residence or place of busi- 
ness in New York State. 

6. Certified copy of grades received in 
professional licensing examinations in 
other states. If no such examinations 


have been taken a statement must be 
made to this effect. 
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15 vears’ experience as re- 


aim of distinction 
statute. 


accountancy. 


tters from reputable persons At + ¢ 
t ing specifically to the candidate's 
moral character and fitness for ad- 


1) days following the receipt of 
full application materials will be required for 
final action in each case. Applicants should 
avoid correspondence with the Department 
during the pericd in which the application is 
kooks or articles in support of peti- under consideration. 


mission to this profession. 


Evidence such as letters, published 
- : 


Internal Auditing 
Tempting as it may be jor “rookie” auditors to become sleuths, looking for frauds 
in bookkeeping is as tedious, costly and non-productive as seeking the proverbial “needle 
in the haystack.” It can only be accomplished through endless hours of verification and 
checking, and generally without significant disclosures. 
\lodern auditing methods, on the contrary, contemplate a continuous review of all 
iccounting controls to eliminate whatever temptation there may be for dishonest bookkeeping 
or handling of funds. The verification and checking which accompanies the audit should 
be incidental to the main purpose of determining whether control procedures, soune 
ceived, are being adhered to. In fact, good internal auditing is as much concerned with 
the organization structure and with the flow of work as with the mathematical accuracy 
of such work. 


lly con- 


“Auditorially § peaking” 
The Internal Auditor 
March, 1947 ( Page 7) 











eto anil 





